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Tax fraud and the professional man: 


a threat to his standing 


by HARROP A. FREEMAN 


The past eight years have seen an enormous increase in the number of tax fraud 


prosecutions, especially those involving professional men. This article, especially 


prepared for JT AX, considers the problem from the point of view of the attorney, 


the accountant, the physician; examines the current trends in fraud cases and 


the peril which accusation of tax fraud represents to the professional man’s stand- 


ing; and offers suggestions for amelioration of the situation. 


fen LAWYERS AND ACCOUNTANTS have 
among their clients many _profes- 
sional persons. Their returns are most 
frequently audited because, not being 
engaged in a business but rather a 
service, their books are not often de- 
tailed and businesslike, and because 
their income places them in the bracket 
at which audit is almost universal. 

We should, therefore, be particularly 
aware of the increased number of 
“fraud” cases against professional people 
and the danger to their professional 
standing involved in tax litigation. 

It seems to me the growth of fraud 
cases is so great, the concept of tax 
“fraud” is so technical, the use of 
“fraud” as an excuse to open barred 
years is so frequent and the concept of 
“fraud” may be so confused by evident- 
iary rules and presumptions that the 
cases have come to endanger the honest 
—though perhaps careless—taxpayer. In 
particular the danger of suspension, 
censure or loss of license for the doctor, 
dentist, broker, insurance agent or 
other professional person as the result 
of tax problems unrelated to his pro- 
fessional ethic must not be underesti- 
mated. 


Ours is a tax administration 


based on self-assessment and assumed 


honesty, yet, at the time, en- 
couragement to pay the smallest tax pos- 
sible. 


same 


Recently the first reported court cases 
of professional discipline for tax frauds 
have appeared. 


There has just crossed my desk In re 
Kindschi,2, where conviction for filing 
false and fraudulent returns was con- 
sidered to involve moral turpitude and 
to require summary dismissal of a phy- 
sician. In re Seijas,8 applied the same 
rule to an attorney. I am informed by 
several of the large professional associa- 
tions that they feel required to consider 
disciplinary proceedings against a person 
as to whom even a fraud penalty is 
assessed (as compared to a conviction). 
These cases involving tax frauds have 
all been of recent vintage. They do not 
show a consistent pattern, even for con- 
viction cases. Some consider tax de- 
reliction as “moral turpitude” requiring 
discipline;+ some as “moral turpitude” 
without automatic disbarment;5 some as 
not “moral turpitude.”6 The U. S. 
Supreme Court has recently developed 
considerable law as to when moral turpi- 
tude is involved.7 

Most states developed their rules for 
disbarment, suspension or discipline be- 
fore the tax issue became im- 
portant.8 New York may be taken as an 
example, and I shall largely consider 
cases of attorneys because the rules are 


fraud 


more clearly spelled out than for some 
of the other professions. Disbarment of 
an attorney convicted of a felony (recog- 
nized as such in New York) is auto- 
matic.? Disbarment for a misdemeanor 
occurs only if it involves “moral turpi- 
tude.”10 Beginning with disbarment for 
fraudulently dealing with clients, fraud 


in other matters came to be recognized 
as a primary ground of discipline.!! 
But one has to search diligently to find 
a pre-1950 case disbarring an attorney 
for a tax fraud.!2 One of the furthest 
extensions recently occurred when an 
attorney was disbarred for using slugs 
in parking meters.13 I think no reput- 
able profession person would claim the 
right to practice where he is guilty of 
real fraud—that 
honesty. But it is precisely because tax 


is, intentional dis- 


fraud cases no longer seem restricted to 
such sinister motives that undesirable 
danger to professional standing arises 
from tax cases. 

Let me merely outline how I believe 
the tax fraud cases have been develop- 
ing. It has long been recognized that tax 
evasion and avoidance are closely re- 
lated and fall on either side of a fine and 
indistinct line.14 The avoider (proper) 
may take every controversial issue in his 
own favor, for no man need pay more 
than the minimum of tax. The law and 
the IRS this.15 
proper) has been thought to result from 


expect Evasion (im- 
some immoral, intentional and _ sinister 
plan not to pay a tax legally due.16 It 
has been thought in the past that we 
were keeping clear this same distinction 
in drawing the line between negligence 
and fraud.17 The statute of limitations 
runs even if you are negligent or have 
not paid your full tax,!®8 while fraud 
or evasive tactics extends the period.!® 
I submit that this rule*was’ not intended 
to encourage the assertion of fraud, as 
the Government has been doing, as a 
means of opening the period of limita- 
tion in what was truly a non-fraud case. 
The net worth method of proving tax- 
payers’ errors originated in cases where 
fraud or criminal action appeared from 
other factors than mere discrepancy of 
over-all taxable income.?° More recent- 
ly it has been extended to ordinary civil 
cases and is used as a method of prov- 
ing taxable income.*! Though the Com- 
missioner’s determination of a deficiency, 
and therefore of the presence of taxable 
or “hidden” income is presumptively 
correct,22 his determination of fraud or 
criminality is not presumptively correct.? 
The Tax Court, however, tends to fol- 
low the Commissioner even in his de- 
terminations of fraud or criminality, and 
the courts follow the Tax Court in its 
determination of fact.24 [Yet on many 


occasions the Tax Court has set aside 


fraud penalties set up by the Commis- 
sioner.—Ed. | 
I know that this may appear as a 
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catalogue of unrelated rules. Yet these 
are the blocks out of which it seems we 
have built a top-heavy legal structure. 
Several cases have just crossed our desks 
which, added to the many cases moving 
in this direction, must cause us to pause. 
In Lusk,?5 a boat and machinery dealer, 
with no bookkeeper and inadequate 
records was found guilty of fraud for 
1942-45, though for 1946-47 the same 
type of records was considered by the 
IRS to show only “negligence.” Tax- 
payer acted as his own attorney. He had 
signed waivers for 1946-47 but not for 
1942-45; it find 
‘fraud” to open 1942-45, compared to 
1946-47. The Commis- 


Tax Court's 


was thus necessary to 


“negligence” for 


sioner’s and action was 


based on “net worth”; and fraud was 
omission of 
1942 1945 
totaling $1,080. The court “The 
finding (fraud) might just as well have 


that 


deemed shown in part by 


four dividends between and 


said 


been such omissions were due to 


negligence, for in the same period tax- 
payer reported the receipt of a $1,200 
dividend, which, apparently, was tax 
exempt.” In spite of conceding that the 
Commissioner’s determination of fraud 
was not presumptively correct, the court 
out of a combination of the net worth 


rule, presumption of correctness of 


assessment and deference to the Tax 


Court’s findings (of fraud in fact)— 


opened taxable years ten to 15 years 
earlier and upheld fraud penalties. I am 
not saying that Mr. Lusk paid his full 


Helvering v. Gregory, 69 F.2d 809, 810, aff’d. 
293 U.S. 465; Paul, ““‘The Lawyer as a Tax Ad- 
viser,”” 25 Rocky Mt. L. Rev. 412; Freeman, 46 
Col. L. Rev. 951 and cited cases. Yearly there are 
about 750 indictments out of 60 million returns. 
319 P.2d 824, 

18 P.2d 961. 

In re Hallinan, ‘ 
In re Burse, 258 S.W. 


R9 





2d 625; Rheh, 46 A.2d 

People v. Fischer, 287 P.2d 973. 

See discussion in Schware, 353 U.S. 232 and 
Konigsberg, 353 U.S. 252. See also reasoning in 
Sacher, 347 U.S. 388. 

[t was only in the past six years that the rule 
permitting voluntary disclosure was abolished 
and the new campaign to open old years by a 
virile fraud campaign was begun. 

N. Y. Judiciary Law, sec. 90(4); Koster, N.Y. 
2d; In re Donegan, 282 N.Y. 285. 

Matter of Hughes, 188 App. Div. 520, 177 N.Y. 
Supp. 234; Matter of McNally-Sonne, 252 App. 
Div. 550, 300 N.Y. Supp. 459; Note, 43 Cornell 
L. Q. 489. 

Matter of Spier, 269 App. Div. 1058; In re 
Shapiro, 263 App. Div. 659; In re Dubinsky, 256 
App. Div. 102; In re Raileanu, 225 App. Div. 90; 
In re Bullowa, 223 App. Div. 593. 

In re Williams, 221 Minn. 554, 23 N.W. 2d 4: 
*aid neither state nor Federal tax on payment 
for legal services. State Tax Board found willful 
and deliberate. Disbarred. 

Fellner, 213 Md. 243, 131 A.2d 729. 

Bullen, 240 U.S. 625, 630; Paul, Studies in Fed- 
eral Taxation (1937) 83 ff. 

Note 1. 

Paul, Note 14. 








tax; on the record it looks as though he 
didn’t. But I am concerned with the re- 
sults which flow from a Government 
move to keep open the 1942-46 years. 
An examination of 


court cases of 


physicians charged with fraud since 
Gariepy, 220 F.2d 252, cert. den., show 
over 25 litigated cases. The number of 
‘fraud assertions in non-court cases is 
estimated at 500. 

It does not seem to me at all far- 
fetched that the Government’s desire to 
open otherwise barred years, or the 
court’s deference to Tax Court findings, 
or the building of presumption on pre- 
sumption, or the fine line between eva- 
sion and avoidance or between careless- 
ness and fraud may result in conse- 
quences of disbarment or discipline for 
men 


professional who are essentially 


honest and serve their clients well. 
One way to get at this is to examine 
the list of patterns of cheating usually 
given by those who write on fraud cases, 
and to see how many of these patterns 
can equally be present in non-fraud 
situations. From these it would appear 
that whether a given set of facts is going 
labelled 


fraudulent” is governed by 


to be “fraudulent” or “non- 


considera- 


tions beyond the facts themselves—is 


often governed by just such a piling up 
of unrelated rules as mentioned above. 
We may take Lasser’s list as an exam- 


maintain that all the items 


ple.2¢ | 
italicized (italics mine) can as readily 


be non-fraudulent as fraudulent—yet 


they are the very factors referred to in 
supporting a determination of “fraud”: 
“The continuing Government investi- 


gation and study of fraud cases for some 


17 IRC, Sec. 6653; Reg. Sec. 301.6653-1 
11/15/57); Bennett, 139 F.2d 961. 

18 IRC Section 6501 (a). 

19 IRC Section 6501(c). 

20 Holland, 348 U.S. 121; Johnson, 319 U.S. 503; 
Friedberg, 348 U.S. 142. 

21 Bodoglau, 230 F.2d 336: Smith, 348 U.S. 147; 
See recent clarification, Massei, 78 S. Ct. 495. 
22. Cribb Instrument Co., 1 BTA 278; Avery, 22 
F.2d 6; Sol M. Flock, 218 F.2d 164. 

23 Goldstein, 239 F.2d 316: Henry S. Kerbaugh, 
2 BTA 1014, aff. 74 F. 2d 749; Ohlinger, 209 F.2d 
310. 

** Helvering v. Kehoe, 309 U.S. 277; Boehm, 326 
U.S. 287, 293; Halle, 175 F.2d 500, 504; Owens, 
197 F.2d 450. 

> Lusk, 250 F.2d 591. An examination of recent 
cases shows nearly 15 of similar type since Jan- 
uary. 


(TD 6268, 


* J. K. Lasser’s Handbook of Successful Tax 
Procedures, pp. 179-180. 
27 Mertens, Law of Federal Income Taxation, 


Sec. 55.10. 

°8'There are over 20 law review articles in the 
past two years on the technicalities in fraud 
eases. (P.H. Par. 43.451 under 19, 180-19, 300). 
The Government asserted and recommended for 
prosecution in 1957 nearly ten times as many 
fraud cases as in 1950 (CIR, 1957 Annual Re- 
port). It is understood the Government is pre- 
paring a release on fraud prosecutions. 

*° Cf. Duffer v. Lucas, 55 F.2d 786. cert. den. 287 
U.S. 611, with Klein, 247 F.2d 908 and cases in 
Note 25. 

%o Guttenman Strauss Co., 1 BTA 243; 
Cohn, 1 BTA 279; Mertens, Sec. 55.16. 
31 Note 27, p. 33. 
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years furnishes it with knowledge of the 
basic common patterns of tax evasion. 
It knows that most evasion follows these 
schemes: 

Not reporting cash sales or receipts 
and depositing them in hide-outs (bank 
vaults, usually.) 

Overstating expenses—for example, 
paying Smith $100 a week and getting 
a_ kickback. 

Setting up phony suppliers or credi- 
tors. These are paid by check; their ac- 
counts are closed out regularly or cash 
checks are drawn. (Again the hide-out.) 

Padding purchases. Checks drawn to 
cash and cashed proceeds hidden. 

Bloated travel and entertainment ac- 
counts. The excess funds may be hidden 
or used for personal expenses. 

Charging personal expenses as bust- 
ness expenses. These are sometimes hard 
to find. 

Taking fictitious exemptions. One wit- 
ness in a tax evasion trial admitted to 
using his mother-in-law as an exemption 
long after she died. 

Scrap sales. In industries where pro- 
duction results in scrap this is sold for 
cash and the proceeds pocketed. 
This 
sents a tough problem of proof for the 


Undervaluing inventories. pre- 


Treasury men, but a recurrent head- 
ache for the taxpayer because, in lower- 
ing his closing inventory for one year, 
he automatically lowers his opening in- 
ventory for the next. To overcome this, 
he must perpetuate the fraud and some- 
times pyramid the undervaluations.” 
Cases have reached the courts in which 
the Government has asserted fraud mere- 
ly because of large deficiencies, deficien- 
cies over a period of time, filing from a 
wrong address, non-co-operation with 
the investigating agent, or reporting as 
capital gain what should be ordinary in- 
come. The IRS has urged that, the more 
educated a person is and the more he 
knows about tax law, the more his errors 
appear as fraud. These arguments have 
been successful in many cases.27 To all 
this must be added such highly technical 
and controversial questions as whether 
default can be construed as admission 
of the fact of fraud, the point at which 
one may refuse and the wisdom of re- 
fusing to co-operate with investigating 
agents since the deficiency investigation 
merges over into fraud cases, the tech- 
nical problems of fraud procedure, pre- 
sumptions and inconsistent positions. 
The cases and literature on these have 
developed phenomenally in the past few 


years.28 These traps apply to almost 
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every physician, accountant, broker or 
other professional person. Comparing the 
present with the liberal attitude in fraud 
cases and the few cases asserted eight 
years ago, it is hard to predict what the 
new standards may be 


eight years 


hence.?9 


Suggestions 

Since this is an exploratory article, I 
hazard some possible solutions: 

1. Professional associations and courts 
could recognize that “tax fraud” is dif- 
ferent from common law fraud, does not 
involve ‘moral turpitude” and is not a 
ground for disbarment. 

2. The Code could be amended to 
make gross errors, non-inclusion of in- 
come and like matters a basis for penalty 
imposition and limitations tolling with- 
out branding it fraud. 

3. A distinction could be drawn be- 
tween criminal fraud where “intent” 
would have to be proved under usual 
criminal law rules and civil fraud. 

4. Deficiency cases could be divorced 
from fraud cases, so that presumptions 
will not merge from one type of case to 


the other. This was originally urged as 


Should a tax evasion 
automatically disbar 


‘ye CASES, FORTUNATELY RARE, Of at- 
torneys who are themselves found 
guilty of criminal tax evasion raise dif- 
ficult questions of professional disci- 
pline. Is summary disbarment, required 
or permitted in many states on convic- 
tion of a crime, too severe a penalty? 
rhe legal ethics underlying the rule and 
the approach taken in two recent cases 
were discussed in a note in 4 Catholic 
Lawyer 98, which pointed out that: 
The prerequisite for such summary 
discipline differs among the states. For 
example, Georgia provides for the re- 
moval of an attorney upon his convic- 
tion for “any crime or misdemeanor in- 
volving moral turpitude,” while North 
Carolina provides for suspension or dis- 
barment of an attorney for commission 
of “a criminal offense showing profes- 
sional unfitness.”” New York bases such 
action on conviction for any felony. 
Section 7201 of the Code provides that 
persons who willfully attempt to evade 
or defeat any tax shall be guilty of a 
felony. The professional discipline prob- 
lems that arise after the conviction of an 


attorney under this section are _ illus- 
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to the Board of Tax Appeals’ jurisdic- 
tion, but denied.®° 

5. I have heard of a few accountants 
who insert in their own returns a $500- 
$1,000 item of 
pressly labeled as not required by tax- 


“additional income,” ex- 


payer’s books but to take care of any 
omissions, improper deductions or other 
errors asserted by the IRS. The tax 
thereon may be a fairly high price to 
pay, but some feel it necessary. 

But none of these solutions may be 
adopted, and none would be a wholly 
satisfactory solution. Mertens believes 
that no more precise definition than 
“fraud” should be attempted,3! and per- 
haps we must learn to live with this 
sword of Damocles. In 999 cases out of 
1,000 the professional man need not 
fear. The disturbing fact is that, if for 
some reason they want to “get” you, 
hardly a professional man can be sure 
he is safe—particularly as to returns 15 
years ago on which memory is rusty. 
Little more can be done to_ protect 
these professional men except what we 
are doing, except that we may reiterate 
that they—like Caesar’s wife—must be 
above reproach. 


conviction 


an attorney ? 


trated by two recent disbarment pro- 
ceedings. 

The Court of Appeals of Kentucky, in 
Kentucky State Bar Association  v. 
Brown, 302 SW 2d 834, dismissed a 
proceeding which was based solely on 
the fact of conviction, holding that a 
violation of Section 7201 does not neces- 
sarily involve moral turpitude. In State 
ex rel. Florida Bar v. Evans, 94 §.2d 730, 
the Supreme Court of Florida refused to 
act under a statute providing for dis- 
barment of attorneys upon their convic- 
tion for an infamous crime and instead 
suspended the attorney for a period of 
two years under another provision. 

One theory advanced as the purpose 
for summary proceedings is the expul- 
sion from the profession of those who, 
by their conduct, have shown that they 
are unfit to practice law (Drinker, 
“Legal Ethics,” 42). 

A conviction of an attorney for mur- 
der, larceny, extortion, embezzlement, 
perjury or other similar crimes which re- 
quire proof of criminal intent or proof 
of dishonesty, untrustworthiness or other 


conduct unfitness for 


evidencing an 


practice, would, under this “unfitness” 
theory, justify summary proceedings 
based solely on the fact of conviction. 

However, if proof of such elements 
need not be established for conviction, 
the “unfitness” theory would not uphold 
disciplinary action based solely on the 
record of conviction. Among the crimes 
which lack such elements are involun- 
tary manslaughter, which involves negli- 
gence rather than specific intent, and the 
malum prohibitum crimes. In_ these 
cases, before any disciplinary action is 
taken, a strict application of the “unfit- 
ness” theory would require that a: full 
hearing be held to determine whether 
the acts or omissions upon which the 
conviction is based call for disciplining 
the attorney. 

Another theory advanced as the pur- 
pose of this type of summary discipline 
is that the practice of law by convicted 
persons would cast a serious reflection 
upon the dignity and reputation of the 
entire legal profession, while summary 
expulsion or other punishment will 
serve to offset the adverse publicity of 
such convictions, and raise the standards 
of the profession’s integrity and self-dis- 
cipline in the eyes of the public. 

These motives and purposes merit ser- 
ious consideration. However, the appli- 
cation of the “professional reputation” 
theory to justify summary disbarment 
may result in the imposition of a harsh 
penalty. Where summary disbarment is 
based solely upon a conviction which 
does not require evidence of any act 
relatable to the competency or honesty 
of the attorney, it is submitted that it 
would be much more equitable and rea- 
sonable merely to suspend the attorney 
for the period of his sentence and pos- 
sibly for the period of his parole or pro- 
bation. 

A conviction for the crime of willfully 
attempting to evade income taxes does 
not necessarily involve an intent to de- 
fraud or moral turpitude. The use of the 





THE “CAESAR’S WIFE” 
OF TAXPAYERS 

As is indicated in Professor Free- 
man’s article, an increasing number 
of tax fraud cases is being prose- 
cuted and in this number more pro- 
fessional men are being included. 
As a further commentary on this 
growing problem, we bring this re- 
some recent 


port on disbarment 


cases involving tax fraud.—Ed. 


























net worth, gross expenditure and other 
inalytical methods of establishing avail- 
ible funds has, for practical purposes, 
shifted the burden of proof from the 
prosecution to the defendant taxpayer. 
Once the Government establishes an in- 
ference of unreported income by any of 
these methods, the defendant is com- 
pelled either to come forward with an 
explanation, or risk conviction. 

The Government, in establishing this 
inference of unreported net taxable in- 
ome by analytical methods, makes no 
ittempt to preclude the possibility that 
the increase in net worth or the expen- 
ditures of the taxpayer are the result of 

past accumulation. A taxpayer, espec- 
ially one faced with a trial several years 
ifter the tax year in question, may be 
unable to establish, in proper cases, a 
past accumulation of savings or a source 
£ non-taxable income. 

\lthough the Supreme Court has held 
that the prosecution must produce proof 
of some “evil intent” to warrant a con- 
viction under Section 7201, in many in- 
stances the jury is, in effect, permitted 
to infer the required intent from the in- 
erence 


that the defendant had unre- 


ported net income. Therefore, since 
ymnvictions can be had without proof of 
facts showing fraud, dishonesty or other 
wcts reflecting on the integrity or pro- 
essional ability of an attorney, sum- 
mary disbarment should not be based 
solely on the fact of conviction under 
uis section. While a conviction may be 
justified for tax purposes, disbarment 
should be imposed only after a full in- 
vestigation into the facts and circum- 
stances of each case and a finding of bad 
faith or fraudulent intent. 

he courts appear to have followed 
this course of action. In the Evans case, 
the court refused to act under a statute 
providing that “no... person . who 
is been convicted of an infamous crime 
” Only 


an investigation into the merits 


shall be entitled to practice 
iter 
ind a finding of misconduct did the 
court proceed to suspend the attorney 
for two years under a general miscon- 
duct provision of the Code of Ethics of 
the Florida Bar. 


In the Brown case, the Court of Ap- 
peals of Kentucky refused disbarment 
under a rule which provided for disci- 
plining upon presentation to the court 
of a certified copy of conviction for any 
felony; the court held that a conviction 
7201 


moral turpitude. 


under Section does not involve 


Both courts appear to have taken a 


just and reasonable course of action, in- 
sofar as they have refused to disbar sole- 
ly on the basis of the record of convic- 
tion. However, in the Brown case, de- 
spite the fact that the respondent was 
sentenced to imprisonment for a year 
and a day, the court did not consider 
any type of disciplinary action. As a re- 


sult, an imprisoned’ convict was, in 
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theory at least, entitled to hold himself 
out as licensed and capable of practic- 
ing law. In these circumstances, it would 
appear that discipline other than dis- 
barment, perhaps suspension for the pe- 
riod of the attorney’s sentence, should 
have been considered in order to pre- 
serve the dignity of the profession and 
to prevent possible scandal. w 


New fraud and negligence decisions 





Expenditures method proves fraud of 
Government employee. 
Government employee charged with the 


Taxpayer, a 


duty of selecting contractors and approv- 
ing contracts, expended funds during 
the taxable year greatly in excess of his 
reported gross income. He claimed the 
source of the expenditures was accumu- 
lated earnings; however, the court finds 
otherwise after considering his wages 
from high school down to the year in 
issue, and the size of his family. The 
court holds he understated his income 
by over $10,000 and sustains the fraud 
and estimated tax penalties. Fragala, 
TCM 1958-81. 

Gambler’s omissions fraudulent. The 
failure on the part of an operator of a 
nightclub and gambling establishment 
to report large amounts of income is 
held light of the 
nature of the operations, the character 


fraudulent in the 


of the operator's records and tax returns 
and his lack of co-operation with the 
agents during the course of their exam- 
ination. Strawder, TCM 1958-82. 


“Expenditures-less-funds-available”’ 
method must allow for cash balances. 
A bookmaker’s income for the 
1949-1951 


the ‘“expenditures-less-funds- available” 


years 


was reconstructed by use of 


method, but the Commissioner failed to 
make allowance for funds available at 
the beginning or end of each taxable 
year. The court rejects the reconstruc- 
tion as unreliable, noting that, if the 
proper opening and closing fund bal- 
ances were used, total unreported in- 
come for the three-year period would 
be negligible. Hyams, TCM 1958-58. 


Gross understatements of partnership in- 
come sufficient evidence of fraud. The 
Commissioner reconstructed by the net 
worth method the net income of a part- 
nership which sold packaged liquor at 
overceiling OPA prices. Even with cer- 


tain adjustments in the partnership's 


favor, the understatements amounted to 
over 100% in 1942 and 1943, and over 
200% in 1944. Since taxpayers offered 
no explanation for the repeated gross 
understatements, the court imposes fraud 
penalties for these years and holds the 
statute of limitations no bar to assess- 
ment. Kalil, TCM 1958-70. 


Numerous realty sales result in ordin- 
ary income; installment method denied 
because lacking [Certiorart 
denied|. The Commissioner’s use of the 


records 


net worth method was held by the Tax 
Court fully justified as evidence of the 
correct income of taxpayer, a real estate 
operator, who omitted earnings from 
sales of real estate. These sales were held 
to result in ordinary income rather than 
capital gain; taxpayer sold 58 pieces of 
property in a seven-year period, and ac- 
quired additional property for the con- 
struction of homes. Since taxpayer's 
records were wholly inadequate to show 
income under any accounting method, 
he was denied use of the installment 
method for reporting such sales. Fraud 
penalties and the penalty for substantial 
underestimation of tax were sustained. 
The Fifth affirmed. 


cert. den., Sp. Ct., 5/5/58. 


Circuit Anderson, 


Net worth computations not in evi- 
dence not proof of fraud. The Commis- 
sioner alleged deficiencies against tax- 
payer were due to fraud. The Commis- 
sioner based his case almost in toto upon 
the testimony of an internal revenue 
employee that net worth computations 
disclosed that taxpayer had unreported 
income of specified amounts during the 
years in issue, that he kept no books 
and records and that he refused to ac- 
count for the unreported income as de- 
termined by the net worth computations. 
The Commissioner did not offer his net 
worth statements in evidence nor make 
any effort to disclose the source of in- 
formation upon which they were based. 
On such facts the court concludes the 


h ¢ 
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Commissioner failed to prove fraud by 
“clear and convincing” evidence. Babb, 
TCM 1958-79. 

Net worth method applicable even 
though records exist. The net worth 
method is held to have been properly 
income of an 


used to compute the 


auto dealer even though books and 
records existed. However, the court finds 
that family loans were made to taxpayer 
and that this accounted for a substantial 
part of the increased net worth. In the 
light of this finding, the Commissioner 
concedes the fraud penalty issue. De- 


Marco, TCM 1958-80. 


Jury upholds fraud penalty. ‘Taxpayer 
paid an asserted deficiency, including 
fraud penalties, based on a bank ac- 
count reconstruction of income. He now 
sues for refund in a jury trial. His testi- 
mony is that the bank deposits on which 
income was reconstructed include gifts, 
proceeds of sales of furniture and monies 
he was handling for clients in his ca- 
pacity as an attorney. The jury upholds 
the Commissioner’s determinations. 
Wissler, DC Ia., 3/19/58. 


Net worth method upheld though books 
were kept. Taxpayer kept a set of books 
which purported to give a true picture 
of his operations in selling clothing at 
retail. The court found, however, that 
the books were “more consistent than 
truthful” and held the Commissioner 
justified in using the net worth method 
in computing his taxable income. On 
the basis of evidence that taxpayer 
pocketed cash sales as a regular practice, 
sales and 


consistently underreported 


falsified cash register tapes, the court 
finds tax fraud so that the statute of 
limitations would not bar any assess- 
ments. Fraud penalties are 
Karp, TCM 1958-75. 


imposed. 


Professional gambler allowed part of 
alleged wagering losses. Taxpayer, a pro- 
fessional gambler, while accepting the 
Commissioner’s determination of the 
amount of unreported net income, chal- 
lenged the latter’s failure to recognize 
indi- 
vidual gambling transactions. On the 
basis of the record, the court refuses to 


losses allegedly sustained from 


rely on the self-serving declarations of 
taxpayer as establishing a loss. However, 
with reference to one alleged loss of 
$228,500, the court applies the Cohan 
rule to allow a $60,000 loss. Taxpayer's 
consistent understatement of substantial 
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income from illegal transactions, his 
failure to maintain books and records 
and his destruction of all checks and 
stubs to avoid detection are sufficient 
evidence to support the fraud penalty. 


Popwell, TCM 1958-62. 


IRS inspection allowed despite previous 
audit and pending Tax Court action. 
This court, in a brief opinion, affirms an 
order for enforcement of an IRS sum- 
yas pending 
before the Tax Court, the examination 


mons. Although a petition 


might be relevant to determine an addi- 
tional deficiency or be pertinent to the 
liability of other years. Further, the pro- 
vision of Section 7605, restricting the 
Service to one inspection, is not ap- 
plicable; the previous examination was 
merely cursory and did not constitute 
an inspection under the statute. The 
court noted that there was a possibility 
of fraud here. National Plate & Window 
Glass Co., CA-2, 4/7/58. 

diverted union 
funds. The Commissioner alleged that 


Employee taxed on 
during the years 1944-1947 taxpayer, an 
employee of a union, diverted substan- 
tial amounts of union fees for her own 
use. Taxpayer contended that she didn’t 
retain the funds but passed them on to 
the union president. The court, ad- 












a. Fe 
Dealer’s reserve not income to accrual- 
basis taxpayer. Eighth Circuit also re- 
verses Tax Court. Amounts credited by 
a financing institution to the “dealer's 
reserve” account of taxpayer, an accrual- 
basis automobile dealer, are not income 
to the dealer in the year credited. This 
court, reversing the Tax Court, lines up 
with the views of the Fifth Circuit in 
251 F.2d 395) and 
the Fourth Circuit in Johnson (233 F.2d 
952). Glover, CA-8, 4/23/58. 


Texas Trailercoach 


Section 722 relief granted; claim timely 
[Acquiescence]. An hydraulic press 
manufacturer is granted relief because 
of changes in its products, an increase 
in its capacity for production or opera- 
tion for which it was committed prior 
to January 1, 1940, and a change in the 
ratio of non-borrowed capital to total 
capital. The Commissioner waived the 
right to object to the timeliness of the 
amended Section 722 petition by delay- 
ing the objection until after the case 
was in the Tax Court. Hydraulic Press 


‘miscellaneous decisions this month 


mitting that it was impossible to deter- 
mine the exact amount of funds retained 
by taxpayer, applied the Cohan rule to 
reduce the Commissioner’s deficiency for 
1944, 1945 and 1946 by 25%. Fraud 
penalties were upheld for all of the 


years. Taxpayer had argued that any 
funds retained were in effect ‘“em- 
bezzled” and were therefore immune 


from tax consequences under the Wilcox 
case, but the court pointed out that, un- 
like the situation in Wilcox, taxpayer 
had not been convicted of the embezzle- 
ment. For 1947 the Tax Court found no 
unreported income by virtue of the fact 
that taxpayer paid back to the union 
$36,000 and received from it a release 
from any further liability. This Court 
afhirms. Prokop, CA-7, 4/15/58. 


Attorney must reveal relationships. As 
part of a fraud investigation of a corpo- 
ration, an attorney was asked to state 
whether he was an officer or director, 
whether he had prepared its minutes 
and tax returns and whether he was the 
attorney for the corporation. The court 
holds that the attorney may not refuse 
to answer these questions on the ground 
of attorney-client privilege. The privi- 
lege extends only to the communications 
between the client and the 
Miller, DC Mass., 4/15/58. 


at torney. 
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Mfg. Co., 27 TC No. 278, acq. IRB 1958- 
13. 


EPT relief granted for change in char- 
acter of business in base period. A 
cigarette paper manufacturer is held to 
qualify for excess profits tax relief under 
Section 722 by reason of the fact that it 
was committed prior to 1940 to a change 
in capacity of its business and did not 
reach by the end of the base period the 
earning level it would have reached had 
it changed its capacity two years before 
it did. Peter J. Schweitzer, Inc., 30 TC 
No. 5. 


“Pay-as-you-go” system constitutional. 
The statutory provisions requiring in- 
dividuals to file declarations of esti- 
mated tax and to make payments of 
estimated tax are held not to be re- 
pugnant to the Due Process clause of 
the Fifth Amendment to the Constitu- 
tion. Penalties for failure to file and 


substantial underestimation of estimated 
tax are upheld. Beacham, CA-5, 4/30/58. 
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Should the Tax Court be made a court? 


A reply to some objections 


by H. CECIL KILPATRICK 


rhe strongest opposition to transferring the Tax Court to the judicial branch of 


the Government has come from non-lawyers admitted to its practice and from IRS 


ttorneys who represent the Government there. Mr. 


Kilpatrick, writing in The 


Journal of the Bar Association of the District of Columbia, points out that the root 


of the objection of each of these groups lies in the administrative procedure of the 


IRS. The author, who is actively supporting the Tax Court transfer, is chairman 


of the committee on Transfer of Tax Court of the United States from the Executive 


Branch to the Judiciary of the Administrative Law Section, Bar Association of the 


District of Columbia. 


j1OR A GOOD many years, recommenda- 
tions have been made to the Congress 
that the Tax Court should be removed 
from the Executive to the Judicial 
Branch. 

Che proposal has again become of cur- 
rent interest as a result of its endorse- 
ment by the Commission on Organiza- 
tion of the Executive Branch of the Gov- 
ernment, popularly known as the Hooy- 
er Commission. The American Bar As- 
sociation is strongly supporting this 
Hoover Commission recommendation. 

The position of most lawyers is that 
the Tax Court should not be continued 
as an executive agency when its func- 
tions, as prescribed by statute and as 
ictually performed, are purely judicial. 
Its judges serve for a term of 12 years 
and are removable only by the President, 
for inefficiency, neglect of duty, or mal- 
feasance in office, and then only after 
notice and opportunity for public hear- 
ing. The court is bound by the rules of 
evidence applicable in non-jury cases in 
the District of Columbia, and all testi- 
mony is under oath in open hearings. It 
must report in writing and publish its 
decisions and must include therein find- 
ings of fact and opinion. Unless timely 
appeal is taken, its decisions are conclu- 
sive upon the parties. 

The Tax Court’s decisions are review- 


able by the United States courts of ap- 
peals “in the same manner and to the 
same extent as decisions of the district 
courts in civil actions tried without a 
jury,” and the decision of the court of 
appeals is final except that it shall be 
subject to review by the Supreme Court 
upon certiorari. A decision is reviewable 
by the court of appeals for the circuit 
in which the return was filed or, if no 
return was made, then by the United 
States court of appeals for the District 
of Columbia. Provision is also made that 
the parties may by stipulation confer 
jurisdiction on any one of the United 
States courts of appeals. 


Practical effect 


The question may be asked: What 
practical effect will such a formal placing 
of the Tax Court in the Judicial Branch 
have? Or, to put it another way, in what 
manner does the Tax Court suffer from 
being kept as an administrative agency? 
Perhaps the greatest difficulty the court 
has is that every bill affecting the pro- 
cedure, personnel or budget of adminis- 
trative agencies must be constantly 


watched to see that an exception is made 
to exclude the Tax Court from provis- 
ions which should not govern a judicial 
body. For example, we have had across- 
the-board cuts in personnel and appro- 
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priations for all administrative agencies 
which would have required a reduction 
in the court’s overworked staff of law 
clerks, commissioners and clerical per- 
sonnel. 

Failure specifically to exclude the 
court from the provisions of the Admin- 
istrative Procedure Act (despite an opin- 
ion by the Attorney General that that 
Act did not apply to the then Board of 
Tax Appeals) has already caused con- 
siderable confusion and is likely to cause 
more. 

Another practical matter is the diffi- 
culty the Tax Court finds in obtaining 
suitable hearing rooms in various parts 
of the country. It holds sessions at least 
once a year in more than fifty cities 
throughout the country and in some 
cities it holds hearings twice a year, so 
this problem alone is acute. If it were 
removed from the Executive Branch, it 
could be serviced in this way and many 
other ways by the Administrative Office 
of the United States Courts, which takes 
so much of the administrative burden 
off the other Federal courts. 

The Tax Court has statutory author- 
ity to issue subpoenas, but has no power 
to enforce them. 

Finally, it is believed that public re- 
spect for the court will be substantially 
improved by such a change, since the 
idea is still prevalent in many circles 
that, because it is an administrative 
agency, it is in some way allied with the 


IRS. 


Arguments against change 


Why then has not Congress acted on 
this salutary proposal long since? The 
chief stumbling block in the past has 
been that of representation before the 
court. The original Board of Tax Ap- 
peals provided for the admission with- 
out examination of attorneys at law and 
certified public accountants. In the Rev- 
enue Act of 1942, when the name was 
changed, a provision was included that 
“no qualified person shali be denied ad- 
mission to practice before such court 
because of his failure to be a member of 
any profession or calling.” This was ob- 
viously inserted in the interest of some- 
body who was neither a lawyer nor a 
certified public accountant, but wanted 
to practice before the court. In order to 
insure proper representation, the Tax 
Court then amended its rules. While 
lawyers are still admitted on certificate, 
all others must take an examination. 
Since that time very few non-lawyers 
have been admitted. While the certified 


Be 
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public accountants, therefore, cannot be 
admitted today without examination, a 
large number of them are protected by 
their prior admission and they have in 
the past opposed the transfer of the 
court to the judiciary on this ground. 
Very few of these certified public ac- 
countants attempt actually to try cases, 
but they point out, with some justifica- 
tion, that under the present procedures 
of the IRS, it is difficult, and in some 
regions impossible, to exhaust the possi- 
bility of administrative settlement of a 
tax controversy prior to the filing of a 
petition with the Tax Court. The ac- 
countant naturally feels that, if the case 
with which he is dealing, involving per- 
haps a pure accounting question, is sus- 
ceptible to settlement, his client should 
not be required to employ a lawyer 
merely for the lodging of an appeal with 
the Tax Court. The root of the trouble 
here, therefore, is not trial of cases be- 


fore the Tax Court but the failure of 
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the IRS to do its job by affording full 
opportunity for settlement negotiations 
before the notice of deficiency is issued. 

Some of the opposition has also been 
generated on the other side of the table. 
The Government is represented before 
the Tax Court by the Chief Counsel of 
the IRS and in those circles there has 
been the fear that transferring the Tax 
Court to the judiciary would automati- 
cally cause the replacement of these ex- 
perienced IRS lawyers by lawyers from 
the Department of Justice. Again, this 
does not appear to the writer to be a 
sound basis for objection since the Presi- 
dent by executive order could designate 
those who are to handle the Govern- 
ment’s business before the court. In fact, 
when the defense of suits for refund in 
the district courts was transferred from 
the IRS to the Department of Justice by 
executive order in the thirties, the prob- 
lem was solved by transferring legal per- 
sonnel from Internal Revenue to Justice. 


What protection against the secret 


Federal tax lien? 


by REX M. WALKER 


The Federal tax lien is one facet of the Federal tax law that is the concern of 


every active practitioner, This lien is not 


credit or security law; it attaches unde) 


priority. These rules are so contrary to 
liens that the unwary and uninformed are 
Walker sets out the basic statutory law on 
scope of the lien and its relative priority 


taken to protect other creditors. 


: iow STATUTORY PROVISION which 
creates a lien in favor of the Govern- 
ment is found in Section 6321 of the 
1954 Internal Revenue Code: 

“If any person liable to pay any tax 
neglects or refuses to pay the same after 
demand, the amount (including any in- 
terest, additional amount, additional to 
tax, or assessable penalty, together with 
any costs that may accrue in addition 
thereto) shall be a lien in favor of the 
United 
rights to 


States upon all property and 


property, whether real or 
personal, belonging to such person.” 
The Federal Government insures that 
the creation of the lien is simple. All 
that need be done to create the tax lien 
is for the Collector to make an assess- 
ment and a demand on the delinquent 
taxpayer. Contrary to traditional prac- 


consistent with the standard concepts of 
a unique set of rules which govern its 
the concepts that govern common law 
almost certain to run afoul of them. Mr. 
which the lien is founded, examines the 


, and shows the precautions that can be 


tices for the creation of liens, the gov- 
ernment is not required to take pos- 
session of the property to which the lien 
has attached, nor is filing a public notice 
a condition precedent to the creation of 
it. 

The assessment and demand are both 
cloak of 
notice has not been filed, an interested 


enshrouded in a secrecy; if 
party has no practical way of determin- 
ing whether or not a lien exists. Yet with 
these simple procedural steps the Federal 
Government has a lien the priorities of 
which are unknown among the ranks of 
private liens. 


Property to which the lien attaches 
The Federal tax lien is like a giant 

invisible octopus which has thousands 

of tentacles which reach out and attach 


to the property of the delinquent tax- 
payer. Section 6321 states that the lien 
attaches upon all the property 
and rights to property, whether real or 
personal, belonging to such person,” i.e., 
the delinquent taxpayer. There is no 
property, tangible or intangible, which 
escapes the grasp of this lien. Thus, as 
has been stated, once the lien attaches 
“the property has in a sense two owners, 
the taxpayer, and, to the extent of the 
lien, the United States.” 

It goes without saying that the tax 
lien can reach no greater interest in the 
property than that which the taxpayer 
owns. The extent of this interest is gov- 
erned by state law. The Federal tax lien 
also attaches to after-acquired property. 

The rule is well-established that ex- 
emptions are governed by Federal law, 
and state exemption laws are not opera- 
tive. Property which by state law is 
exempt from the claims of creditors is 
still subject to the Federal tax lien and 
also subject to distraint. Section 6334 
exempts certain property from distraint 
—wearing apparel, fuel, provisions, fur- 
niture, personal effects to $500; and the 
books and tools of a trade to $250. But 
it should be noted that this property is 
not exempt from the lien, but merely 
cannot be distrained for the collection 
of the delinquent taxes. Whether this 
property enjoys a like immunity from 
distraint in the hands of a transferee 
remains an open question. 


Priority of the Federal lien 

The priority problems presented by 
the federal tax lien are simple when the 
only interested parties are the taxpayer 
and the Federal Government. On these 
facts the Government is free to liquidate 
all the property, both tangible and in- 
tangible, that the taxpayer owns, with 
from 
Section 6334. But if third 
parties also seek satisfaction of claims 


the exception of that exempted 
distraint by 


out of the same property, the problems 
are complex. In such a situation it is 
necessary to determine the priority of 
the competing claimants. 

The Revenue Code does not grant the 
Federal tax lien priority over various 
third party competing liens, and the 
task of determining its priority has 
fallen upon the courts. 

The 


specific and perfected, and its relative 


Federal lien is deemed to be 


priority is a Federal question. The up- 


shot of this is that the Federal courts can 
grant priority to the Federal lien over a 
private lien, even though by state law 
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tandards the private lien would be 
ziven priority. 

In determining the priority of the 
Federal lien, it must be recognized that 
the Code has divided private liens into 
two general classes: (1) Those against 

hich the tax lien is effective from 
he date on which the assessment is re- 
ceived and a demand is made by the 
District Collector. For this class of liens 

is not necessary that a notice of the 
tax lien be filed of record before it is 
prior in right, and (2) Those against 
which the Federal lien is not effective 
unless notice of the tax lien has been 
filed prior to the perfection of the 
private lien. 


Votice required 


The tax lien is not valid against a 
lortgagee, pledgee, purchaser or judg- 
ment creditor acquiring a lien or an in- 
terest in the property, unless notice of 
the tax lien was filed of record prior to 
the perfection of the private interest. 

As one might imagine, there has been 
1 great deal of scurrying about by 
creditors attempting to qualify as one 
#f the chosen few and thus enjoy the 
privileges aflorded by this section. We 
shall consider later the scope of each of 
these exceptions. 

The mechanics of filing a notice of a 
tax lien are simple. The notice of the 
ien sets out the name of the delinquent 
taxpayer and the amount of the Gov- 
rnment’s claim. It is filed in the office 
vf the local state official that has been 
lesignated for this purpose. If one has 
1ot been designated, then the require- 
ment is met by filing a copy of the 
notice with the clerk of the district 


yur 


Notice not required 


Before a lien which falls within the 
first class mentioned above (i.e., notice 
%§ Federal lien not required to give 
it priority) can achieve priority over the 
Federal tax lien, it must appear that it 
has attached, and also was specific and 
perfected before the assessment list was 
received by the District Collector. These 
two requirements are cumulative. The 
requirement that the lien must be speci- 
fic and perfected is of recent vintage 
and was added by the U. S. Supreme 
Court in the case of Security Trust and 
Savings Bank, (340 U.S. 47). 

Che impact of the Security Trust case 
is great enough to warrant special at- 
tention. In that case, a private creditor 
attached the taxpayer’s property at the 


outset of the action. Subsequent thereto, 
but prior to the attaching creditor's tak- 
ing judgment, a tax lien attached to the 
property. It was held that the tax lien 
was prior in right, since the attachment 
was not “specific and perfected,” but 
was a mere “caveat of a more perfect 
lien to come.” The Court also stated, 

“Nor can the doctrine of relation- 
back—which by process of judicial rea- 
soning merges the attachment lien in the 
judgment and relates the judgment lien 
back to the date of the attachment— 
operate to destroy the realities of the 
situation.” 

Thus two new concepts were spawned 
by the Security Trust case: 

1. A private lien must be specific 
and perfected before it can possibly be 
prior in right to a Federal tax lien. 

2. The court will not indulge in the 
fictional relation-back doctrine in order 
to relate the specific and perfected status 
of the lien back to the date when it first 
attached in its inchoate status. 

Armed with these two principles, the 
Internal Revenue Collector has yet to 
lose a major battle with a private lien. 

Attaining the status of “specific and 
perfected” is not an easy goal for the 
private lien. A lien is deemed to be 
specific and perfected when the identity 
of the lienor is certain, the property 
subject to the lien is identified and the 
amount of the lien is certain. 


Mortgagee 


Let us turn now to the first of the 
private liens that can have priority over 
tax liens unless notice is given. Gen- 
erally a bona fide mortgage which is 
recorded before notice of the tax lien is 
filed creates a lien prior in right. The 
fact that the mortgagee knows that an 
assessment has been made does not deny 
him the protection afforded by Section 
6323. If a mortgage is executed before a 
tax lien is filed, but recorded after the 
tax lien has been filed, the tax lien is 
prior in right. However, the mortgagee 
need not give a present consideration 
for the mortgage, as an antecedent debt 
is deemed a sufficient consideration. 

A literal Section 6323 


would seem to require that any mortgage 


reading of 


filed of record prior to the time the 
District Collector files a notice of the 
tax lien is entitled to priority. This per- 
haps is the general rule, but here again 
the practitioner is going to feel the 
pinch of the test adopted in the Se- 
curity Trust case, which requires that a 
private lien be specific and perfected 
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and which also rejects the relation-back 
doctrine. 

It seems almost certain that a mort- 
gage which is of record before the tax 
lien notice, but which is forced to rely 
on the relation-back doctrine wili not 
be granted priority. For example, the 
status of an open-end mortgage which 
is recorded prior to the time a notice 
of a tax lien is filed, but upon which 
advances are made after notice of the 
tax lien is filed, remains in doubt. The 
IRS has issued a ruling that a mortgagee 
is afforded no protection by Section 6323 
for advances made after the notice of 
the tax lien is filed (Rev. Rul. 56-41.) 
The ruling rests squarely on the hold- 
ing in the Security Trust case. 


Open-end mortgage 


The utility of the open-end mortgage 
as a credit device is universally recog- 
nized, and the courts have judicially 
sanctioned its use. However, the priority 
of the advances under such a mortgage 
often turns on whether or not the ad- 
vances are obligatory or optional. The 
advances which are obligatory are gen- 
erally given priority over intervening 
interests, while the optional advances 
are not given priority. The Revenue 
Ruling makes no distinction between 
advances which are optional and those 
which are obligatory. The upshot of the 
ruling is that a mortgagee can not safely 
make an advance without first searching 
for a tax lien notice. 

Common everyday mortgage trans- 
actions which rely on the relation-back 
doctrine present similar problems. What 
is the status of the mortgage covering 
after-acquired property if the tax lien 
is filed prior to the acquisition of the 
property, but after the mortgage is re- 
corded? What about a purchase money 
mortgage taken after a tax lien has 
been filed against the mortgagor? A 
like problem is presented by a recorded 
mortgage if, prior to the time the 
loan is actually made, notice of the tax 
lien is filed. This latter problem is 
illustrated by the normal construction 
loan, where periodic advances are made 
as the need arises, yet the mortgage does 
not contain a future advance clause. 

It is possible that all of the above 
examples run afoul of the rule of the 
Security Trust case. The Revenue Rul- 


[This article is adapted from a fully an- 
notated, detailed study which appeared 


in the Washington Law Review for 


Autumn 1957.] 
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ing on the open-end mortgage problem 
certainly tips the hand of the Collector, 
and there is no doubt that he will assert 
that such mortgages are not entitled to 
priority. While it is impossible to de- 
termine with any degree of certainty 
just what the outcome of these cases will 
would behoove 


be, it mortgagees to 


enter such transactions with caution. 
Pledgee 


A pledgee has a lien prior in right, 


unless notice of the tax lien is of record 
prior to the creation of the pledge. How- 
ever, if the pledge is created after the 
tax lien has been filed, the tax lien is 
prior in right. The courts will give the 
transaction close scrutiny to determine if 
in fact a bona fide pledge was con- 
templated by the parties, or whether a 
pledge for purposes other than security 
transaction is an 


was intended. If the 


assignment (i.e. the assignee holds in a 
capacity other than as a pledgee) the 
assignee takes subject to the secret tax 
lien, whereas if the transaction is a 
pledge, the pledgee holds the property 


free of the secret tax lien. 


Purchaser 

Section 6323 also grants protection to 
a purchaser unless the tax lien is of 
record prior to the date of the pur- 
chase. The U. S. Supreme Court recently 
said in Scovil (348 U.S. 244) that: 

“A purchaser within the meaning of 
$672 6323 in the 1954 


usually means one who acquires title for 


(Section code) 
a valuable consideration in the manner 
of vendor and vendee.”’ 

The 


necessary to qualify as a purchaser casts 


court’s statement that title is 


a cloud of doubt over the status of the 


vendee who purchases under a con- 


ditional sales contract. Such a vendee 
acquires no title until the contract is 
paid off. Whether or not the Supreme 
Court will treat the conditional vendee 
as a purchaser remains an open ques- 
tion. The lower courts have held that a 
conditional vendee is a purchaser. 
Contrary to the treatment given a 
mortgagee, it has been held that a pur- 
chase made with notice or knowledge of 
the fact that a tax lien exists is not pro- 
tected by Section 6323, notwithstanding 
notice of the lien is not 


the fact that 


filed. 


Judgment crediter 


A “judgment creditor” is also given 
protection by Section 6323, and the tax 


lien is not effective against a judgment 
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creditor unless notice of the lien is filed 
prior to the acquisition of the judgment. 
Determining who qualifies as a judg- 
ment creditor within the meaning of this 
section is not as simple as it might seem. 
The Court has stated that a judgment 
creditor is one who has a judgment from 
a court record. The Commissioner has 
taken the position that the mere obtain- 
ing of a judgment does not afford any 
protection under this section. The Com- 
missioner requires that a perfect lien on 
the property be obtained under such 
judgment before priority can be at- 
tained. 


Securities 

The priority of a tax lien on a “se- 
curity” is governed by special rules. The 
code in Section 6323(c)(2) defines a se- 
curity as: 

oy the term “security” means any 
bond, debenture, note, or certificate or 
other evidence of indebtedness, issued 
by any corporation (including one issued 
by a government or political subdivision 
thereof), with interest coupons or in 
registered form, share of stock, voting 
trust certificate, or any certificate of in- 
terest or participation in certificate of 
deposit or receipt for, temporary or in- 
terim certificate for, or warrant or right 
to subscribe to or purchase, any of the 
foregoing; negotiable instrument; or 
money.” 

Notwithstanding the fact that notice 
of the filed, Section 


6323 provides that the lien is not valid 


tax lien has been 
against a mortgagee, pledgee, or pur- 
chaser of a security unless the interest 
in the security was acquired with actual 
knowledge that a tax lien existed there- 
on. The special treatment given securi- 
ties is necessary to maintain their nego- 
tiable character. 


Mechanics’ and materialmen’s lien 

In every major battle the mechanics’ 
and materialmen’s lien has had with a 
the former has come 
best. The recent case of 
Brownfield, 47 Wn.2d 857, 
290 P. 2d 993, illustrates the fate of the 
mechanics’ and materialmen’s lien when 


Federal tax lien, 
out second 


Fleming v. 


doing battle with the Federal tax lien. 
In that case a claim for mechanics’ and 
filed 


action commenced to reduce the lien to 


materialmen’s lien was and an 
judgment. Subsequent thereto, but prior 
to the entry of the judgment, the Fed- 
notice of its 
tax lien and intervened in 


eral Government filed a 
the action. 


It was held that the Federal lien was 





prior in right because the mechanics’ 
lien was not “specific and perfected” by 
Federal standards. It 
noted that the plaintiff had done every- 
thing possible under the local law to 
perfect the lien, yet priority was denied. 

The inequities of the situation are 


law should be 


immediately apparent. The mechanic 
and the materialman are devoid of any 
method of protecting themselves. The 
Federal tax lien can remain secret while 
the mechanic and materialman enhance 
the value of the taxpayer’s property. 
Even though the Federal lien is a secret, 
it takes priority over the mechanics’ and 
lien 
this enhanced 


the 
This 


is unjust enrichment in its grossest form! 


materialmen’s and receives 


benefit of value. 

The judicial decisions in this area are 
numerous and so consistent that it will 
take legislation to correct the situation. 
An amendment to Section 6323 has been 
introduced in 


Congress to include 


“mechanic lienors” in the class of liens 
against which the tax lien is ineffective 
until notice thereof has been filed. The 
bill “me- 
chanic lienor’ which is aimed at defeat- 
ing the requirement that the lien be 
specific and perfected. 


also includes a definition of 


Such legislation is not only desirable, 
but is necessary for the promotion of 
building activities. It is also necessary if 
the mechanics’ and materialmen’s liens 
are to be restored to the secured position 
that they once enjoyed. 


Filing and recording 


Deciding in which county public 
records should be searched to determine 
if a notice of a Federal tax lien has been 
filed presents a thorny task. Section 6223 
provides that notice must be filed in the 

. office designated by the law of the 
state or territory in which the property 
subject to the lien is situated.” 

When dealing with real property, the 
problem is simple. The notice can be 
properly filed in only one place, i.e., the 
county wherein the property is situated. 
When dealing with personal property, 
the situation becomes acute. Relying on 
the doctrine that the situs of personal 
property is the domicile of the owner, 
it has been held that a notice filed in 
the county wherein the delinquent tax- 
payer is domiciled is sufficient filing, 
notwithstanding the fact that the prop- 
erty is actually situated in a different 
county. This rule has been applied to 
both tangible personal property and to 
intangibles. 

Both the Federal and the 


State acts 











are silent about refiling in case the prop- 
erty is moved to a different country 
after filing has once been _ perfected. 
Presumably the filing once perfected re- 
mains valid even though the property is 
moved to another county or indeed even 
to another state. 


Che rule that filing in the taxpayer’s , 


domicile is sufficient filing of the notice 
for personal property, regardless of its 
actual situs, is the result of judicial legis- 
lation. What would be the result if 
notice is filed in a county where the 
property is in fact situated? Such filing 
would certainly fall within the literal 
wording of the recording acts. To date 
there is no case dealing with the validity 
of such filing. 

Chis present state of the law makes 
it virtually impossible to determine 
whether or not a Federal tax lien on 
personal property has been filed. ‘To de- 
termine whether a tax lien is a matter 
of record, it is suggested that a search 
be made of the public records in the 
county wherein the taxpayer is domi- 
ciled and also in every country into 
which the property has at one time or 
another been taken. 

The cost of such an undertaking is 
of course prohibitive for some chattels, 
such as automobiles. Perhaps the only 
solution is a complete examination of 
the tax status of a person furnishing a 
security interest in personal property. 

Having once attached, how long does 
the Federal tax lien remain enforceable? 
Section 6322 states that the lien shall 
continue until it is “satisfied or becomes 
unenforceable by operation of time.” 
Chat the lien is extinguished when the 
underlying debt is satisfied states the 


obvious. 


Duration of the lien 


But the lien becomes _ unenforce- 
able by operation of law when the 
underlying debt which the lien secures 
becomes unenforceable by reason of 
lapse of time. Under Section 6502 a tax 
becomes unenforceable six years after the 
date of the assessment, unless the tax- 
payer agrees to an extension of time 
prior to the expiration of the six-year 
period. Thus in the usual case the lien 
will have a life of six years, with the 
period commencing from the date the 
assessment was made. 

However, the Federal Government 
need not sit idly by and let time fill out 
the death certificate on its lien. The life 
of the lien can be indefinitely prolonged 
by commencing an action within the six 


years to reduce the tax debt to a judg- 
ment. Once the tax debt is merged in 
the judgment, there is no limitation of 
time during which the judgment must 
be collected. The judgment does not 
discharge the lien, but rather the lien 
continues and is enforceable as long as 
the judgment is valid, which theoretic- 
ally is forever. 


Foreclosure 


As discussed earlier, a mortgage which 
is recorded prior to the filing of notice 
of the Federal tax lien is generally prior 
in right. However, this temporary vic- 
tory should not lull the mortgagee into 
a false sense of security. Should it be- 
come necessary to foreclose the mort- 
gage, the Federal tax lien is still a prob- 
lem to be reckoned with. 

The mortgagee who follows normal 
foreclosure procedure, without consider- 
ing the possibility of an existing Federal 
lien, will find that the purchaser at the 
foreclosure sale takes subject to the 
Federal lien, if notice thereof has been 
filed. If the Federal lien is not a matter 
of record on the sale date, then the 
purchaser is protected by Section 6323 
and takes the property free of the 
Federal lien. 

The procedure that can be employed 
to free property of a junior Federal tax 
lien in a foreclosure sale is simple and 
free from pitfalls. The mortgagee has 
two courses of action which can _ be 
pursued. The mortgagee can seek a 
certificate of release, and if this fails, the 
Federal Government can be joined in 
the foreclosure action as a junior lien 
claimant. Either of these two actions 
will release the property from the 
Federal lien. 

The conditions under which a release 
of the Federal lien on the property will 
be given are: 

1. The tax is paid or has become 
legally unenforceable. 

2. A bond securing the payment of 
the tax is furnished. 

3. The value of the property remain- 
ing subject to the lien after a release of 
part of the property is twice the amount 
of the tax debt plus any lien superior 
to the tax lien. 

4. The Government is paid an amount 
equal to the value of the property for 
which a release is sought. 

5. The tax lien has no value. 

If the Government refuses to grant a 
release of the property from its junior 
lien, it is then necessary for the mort- 
gagee to join the Federal government as 
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a defendant. Consent by the Federal 
Government to be sued in Federal or 
State courts by persons wishing to fore- 
close a lien or mortgage or to quiet title 
to property in which the Federal Gov- 
ernment claims a lien is granted by 
statute. If the United States is sued 
under the authority of this section, it 
is necessary that the statute be strictly 
complied with, to insure that the action 
falls within the consent given by the 
Federal Government. 

It is suggested that the standard pro- 
cedure to be followed in foreclosing 
a mortgage include a search of the 
records immediately prior to the com- 
mencement of the foreclosure action. If 
a lien is discovered, a release should be 
sought and, if this fails, the Federal 
Government should be made a party de- 
fendant. If notice of a tax lien is not a 
matter of record, then normal fore- 
closure procedure is sufficient until im- 
mediately prior to the sale date. Then 
another search should be made to de- 
termine if a tax lien has been filed 
subsequent to the commencement of the 
foreclosure action. This two-step search 
is necessary because there are no authori- 
tative cases which hold that a_ lis 
pendens filed after the first search will 
preclude a Federal lien filed subsequent 
to the commencement of the action but 
prior to the sale date. If the Federal tax 
lien is not filed prior to the sale date, 
the purchaser takes free from any secret 
Federal lien or any liens which are sub- 
sequently filed for record. 


Summary 

This lien is a potent weapon in the 
hands of the tax collector, and the un- 
wary have little chance of prevailing 
against it. If this comment has done 
nothing more than impress this fact 
upon the mind of the practitioner, it 
has served its purpose. Remember: 

1. From the date of assessment and 
demand the Federal Government has a 
lien on all the property of the taxpayer. 

2. A private lien which antedates the 
Federal tax lien is not prior in right 
unless it is specific and perfected. 

3. An antedating Federal tax lie’ 
which remains secret has priority over 
all private liens except a specific and 
perfected mortgage, pledge, purchase or 
judgment lien. 


4. A mortgage, pledge, purchase or 
judgment lien which is specific and per- 
fected prior to the filing of a notice of 
the Federal tax lien is prior in right, 
though subsequent in time. w 
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Uncontested assessment upheld. The 
Commissioner had asserted a deficiency 
against taxpayer which he erroneously 
collected from taxpayer’s wife. Upon a 
showing that she did not sign the pur- 
ported joint return, the deficiency was 
The 


the assessment of the refunded amount 


refunded to _ her. court sustains 
against the taxpayer without contest by 


taxpayer. Lewis, TCM 1958-69. 


Regional Counsel now responsible for 
settlement of cases before Tax Court. 
In a 


sponsibility 


move to end the division of re- 


which has delayed settle- 


ment of Tax Court cases, the Commis- 


sioner has delegated the primary re- 
sponsibility for settlement of cases be- 
fore the Tax Court to the Regional 
Counsel. Previously the settlement of a 
case required the concurrence of both 
the Regional Counsel and the regional 
appellate division. By unifying the re- 
sponsibility it is believed that settlement 
procedures will be speeded. Comm, Del. 


Order No. 60, 4/17/58. 


Tax Court must make finding on au- 
thenticity of records. In a prior opinion, 
the Tax Court refused to allow the 
entire gambling losses claimed by tax- 
payer, but did allow $3,000 more than 
the Commissioner had. Upon appeal, the 
Ninth Circuit remanded the case because 
the findings of fact were not sufficient- 
ly definitive. The Tax Court on remand 
stood by its original adjustment. This 
court again remands. The taxpayer's case 
is based on a single exhibit of doubtful 
credibility. The Tax Court on remand 
should receive further evidence to de- 
termine the authenticity of this exhibit. 
One dissent: the Commissioner has made 
no showing upon which the income can 
be reconstructed. Showell, CA-9, 4/14/ 
58. 


Returns, though delinquent, start limi- 
tations; don’t prevent fraud penalty. 
From 1944 to 1948 taxpayers filed no re- 
turns and the court finds the failure to 
file was deliberate and fraudulent. Fur- 
thermore, the court holds the additions 
for fraud cannot be erased or diminished 
merely because the taxpayers filed so- 
called delinquent returns long after the 
due dates and long after the liability for 
additions for fraud had ac- 
crued. However, the filing of the de- 


taxes and 


ral decisions th 
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is month 


linquent returns is sufficient to start the 
running of the period of limitations. 
Bennett, 30 TC No. 11. 


State court order does not bind Tax 
Court. The executors of a deceased ex- 
ecutor and trustee secured a state court 
order which provided that no claim not 
approved or allowed should participate 
in estate assets until claims proved and 
allowed had been fully satisfied. The 
U. S. had refused to present claims for 
estate and gift taxes. The U. S., this 
court holds, was not bound by such an 
order. The proceeding in the state court 
could not render issues involving liabil- 
ity for taxes res judicata in the Tax 
Court. Want Est., 29 TC No. 129. 


Mitigation of limitations applied to 
trust distributions. Taxpayers maintain- 
ed in an earlier proceeding that certain 
trust distributions were not taxable to 
1948, and the 
determination so held. In the present 


them in court in its 


case the court finds the distributions 
should have been included in taxpayer's 
income in 1947. Since taxpayer's position 
with reference to 1948 (which resulted 
in a “final determination’) was incon- 
sistent with the exclusion of such dis- 
tributions to them from their gross in- 
come in 1947, the court holds the miti- 
gation of limitations sections apply. The 
mere fact that taxpayers noted the re- 
ceipt of the distributions on their 1948 
return does not make their position less 
Estate of 


inconsistent. Warburton, 30 


TC No. 4. 


Corporate officer personally liable for 
failure to pay withheld taxes. A jury 
finds that taxpayer, the president of a 
corporation, is liable for the failure of 
his corporation to pay taxes withheld 
from employees. Returns were filed, but 
payment had never been made. Few facts 
are reported. Gardner, DC Nev., 3/14 
58. 


Government's right of set-off not limited 
to same transaction. Taxpayer's refund 
claim is based on additional credit for 
foreign taxes. Against this claim, the 
Government seeks to set off the addi- 
tional tax from an_ excessive 
deduction allowed the taxpayer in that 
taxable year for accrued bond interest. 
Affirming the district court, this court 


arising 


holds the set-off allowable. The refund 
claim and the set-off need not arise from 
the same transaction. When a taxpayer 
seeks a refund, he must be content to 
allow his tax for the same year to be 
corrected for errors through which he 
has profited. No additional deficiency 
could be recovered from the taxpayer 


here because the statute of limitations 
had run. Cuba Railroad Co., CA-2, 
4/18/58. 


Prisoner's petition delayed by censor 
not timely. Federal 


penitentiary must submit his mail to a 


A prisoner in a 


“case worker” for censorship. Taxpayer- 
prisoner prepared Tax Court petitions 
well within the 90-day filing period and 
submitted them to the case worker. Be- 
cause of official delay, the petitions were 
not mailed within the required period. 
Although the delay was through no 
fault of the taxpayer, this court holds 
the Tax Court properly dismissed the 
petitions. The 90-day period is a jurisdic- 
tional requirement and cannot be 
waived. Bloch, CA-9, 3/28/58. 

Year to which IRS credits taxes not 
binding on taxpayer. It is stipulated 
here that taxpayer had a valid 1946 re- 
fund claim, timely filed. Taxpayer made 
payments on his 1946 and 1947 taxes 
under the terms of an extension of time 
which specified that the payments should 
be applied equally to the 1946 and 1947 
taxes. If the payments were applied 
equally, then this refund claim is within 
two years of the payments and is timely. 
However, the IRS in accordance with its 
usual practice applied some of the pay- 
ments to the 1946 taxes. The court holds 
that taxpayer is not bound by the IRS 
procedure and each payment is deemed 
under the terms of the agreement to 
have been paid one half for each year's 
taxes. Nitsos, DC Ala., 4/18/58. 


Appeals court cannot review Tax Court's 
denial of motion to withdraw petition. 
Taxpayer filed a suit for refund in the 
district court. Shortly thereafter the IRS 
proposed a deficiency for the same year 
and taxpayer, acting without counsel, 
filed a petition with the Tax Court. The 
IRS then moved to dismiss the district 
court proceeding because of the pend- 
ing Tax Court petition, and the tax- 
payer moved to withdraw his Tax Court 
petition. The Tax Court denied the mo- 
tion and the taxpayer appeals. The court 
of appeals concludes that it has no juris- 
diction to review because the order of 


~~ 





d 





the Tax Court was not a final order. 
However, it suggests that the Tax Court 
reconsider because the taxpayer’s ignor- 
ance in procedural matters should not 
be allowed to prejudice his rights. Hand- 
shoe, CA-4, 2/12/58. 


No refund on ground not mentioned in 


claim. Taxpayers filed for refund on the 
ground that they were entitled to a de- 
preciation on certain inherited property. 
In the claim they mentioned a case in 
which amortization of a premium value 
of an inherited leasehold was allowable. 
This, they argue, was a sufficient notice 
in the claim of their new theory that 
there was a premium value in their lease 
that could be amortized. The court 
holds the mention of the case was not a 
sufficient statement of the ground for 
the refund, since the premium value 
theory of this case was not published 
until the case was decided on appeal, 
many months after this claim was filed. 
Goelet, DC N. Y., 4/18/58. 


No exceptional circumstances shown to 
justify injunction to restrain collection 
of taxes. Deficiencies of $1,300,000 had 
been asserted against the taxpayer for 
the years 1945-53, based on taxation to 
him of the income of various trusts he 
had created. He ignored the chance to 
go to the Tax Court on the 90-day 
letter, but sued to restrain collection 
of the tax. He alleged especially that 
he would incur $100,000 capital gains 
tax in selling securities to pay the de- 
ficiencies. The trial court noted that in- 
junctions against collection of tax are 
granted only upon a showing of excep- 
tional hardship and held the taxpayer 
has not made such showing here—he is 
fully solvent and at most suffers only the 
risk of additional financial loss on the 
sale of securities. This court affirms with- 
out opinion. Holdeen, CA-2, 4/7/58. 


Taxpayer's widow held liable as trans- 
feree. Taxpayer transferred real estate 
to his wife while he was insolvent be- 
cause of tax debts to U. S. During an 
investigation of taxpayer's tax liability, 
she sold some of this property; the Gov- 
ernment obtained a tax lien on the rest 
of it which prevented its sale. After tax- 
payer's death the property was sold and 
the proceeds paid over to the Govern- 
ment subject to the present refund suit. 
The Government has counterclaimed for 
the proceeds of the sales made prior to 
the tax lien on the property. The court 
holds that the taxpayer’s wife is liable 


for the taxes-as transferee. It dismisses 
the wife’s suit and gives the Government 
judgment on its counterclaim. Britton, 
DC Mo., 3/21/58. 


Motion to amend pleadings, after issu- 
ance of opinion, untimely. Upon a mo- 
tion for leave to amend the pleadings to 
conform to the proof, taxpayer alleged 
that it had overpaid its tax for 1942, 
1943 and 1944 by reason of having 
omitted certain deductions. As the mo- 
tion was made, not only after the hear- 
ing of the case, but after the opinion 
had been issued, the court rules the 
motion untimely. However, insofar as it 
relates to 1942, the motion is granted 
because an oral motion concerning that 
year had been made at the original hear- 
ings. Richardson, TCM 1958-59. 


Motion to correct Tax Court opinion 
granted. Taxpayer's motion for leave to 
file a motion for the limited purpose of 
establishing that its foreign sales, upon 
which commissions were paid, were 
greater than those set forth in the 
original opinion is denied on the ground 
that taxpayer was in effect asking for a 
rehearing on a question adequately 
covered at the trial. However, an al- 
ternative motion for revision of find- 
ings is granted since the court’s findings 
were erroneous in that they failed to 
include all the commission-sales. Richard- 
son, TCM 1958-59. 


Stockholder of liquidated corporation 
liable as transferee. A corporation or- 
ganized for the purpose of owning and 
racing horses, and wagering on horses at 
pari-mutuel race tracks, was liquidated. 
Taxpayer, one of the minority stock- 
holders, was paid by the president for 
his pro-rata share of the assets in cash. 
The court finds the payment, although 
made from the president’s personal bank 
account, was one of a series of corporate 
distributions traceable directly from 
corporate funds. Since the liquidating 
distribution left the company without 
funds to pay its tax liability, taxpayer is 
liable as transferee to the extent of his 
total distribution. Kappas, TCM 1958- 
73. 


874, though not statutory closing, equit- 
ably estops taxpayer; IRS relied on it. 
Taxpayer and the head of the Division 
Technical Staff executed a form 874 
embodying a compromise settlement of 
several years’ taxes. The years were open 
by waiver for about one year after that 
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settlement, but taxpayer waited until 
the years were closed for additional 
assessment to bring this suit. The court 
holds that, while the 874 was not a 
closing agreement which under the Code 
would prevent a reopening, still the tax- 
payers are estopped from repudiating it. 
The IRS relied on it and refrained from 
assessing additional tax during the year 
it could have done so. One dissent. 
Cain, CA-8, 4/29/58. 


No transferee liability; transferor was 
solvent. Stockholders of a liquidated 
corporation are held not liable as trans- 
ferees of a corporation. At the time of 
the transfer the corporation still had on 
hand cash and tax claims against the 
U. S. The Commissioner did not show 
that these were worth less than the 
excess profits tax deficiency here asserted. 
Richardson, TCM 1958-59. 


Recent staff changes 

in IRS announced 

Cuiirrorp W. Stowe, Assistant Commis- 
sioner of Internal Revenue for Opera- 
tions since June 1956, retired on April 
30 to join the staff of the Washington 
office of Lybrand, Ross Bros. & Mont- 
gomery. 

Mr. Stowe, who was first appointed an 
Internal Revenue Agent in the Detroit 
District in 1928, advanced through var- 
ious field office assignments until he 
came to the National Office in 1946 as 
a member of the Excess Profits Tax 
Council. Later he served as Assistant 
Deputy Commissioner of the Income 
Tax Unit and as Head of the Technical 
Staff, now the Appellate Division. He 
was Director of the Appellate Division 
when he was made Assistant Commis- 
sioner. 

In recognition of his 30 years of dis- 
tinguished service, Mr. Stowe received 
both the Treasury Department's Meri- 
torious Civilian Service Honor Award 
and the Albert Gallatin Award. These 
were presented to him by Under Secre- 
tary of the Treasury Scribner and Com- 
missioner Harrington, respectively, at a 
recent dinner in his honor. 

Mr. Stowe will be succeeded by L. Al- 
fred Chamberlin, former Regional Com- 
missioner in Philadelphia, who began 
his career in the Service in the Washing- 
ton office of the Baltimore District in 


1934. After serving on a number of key 
committees, Mr. Chamberlin was made 
District Director in Baltimore in 1952 
and Regional Commissioner in Philadel- 
phia in 1955. bg 
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Deferred compensation plans: 


Current problems and outlook 


Although the 


by WILLIAM T. BARNES 


Treasury is currently refusing to issue rulings on the taxability of 


deferred compensation plans, the fundamental principles of cash-basis reporting 


provide a guide to drawing up an arrangement which will insulate the executive 


from the financial hazards of the employer's business and protect him against pre- 


mature taxation. Mr. Barnes, 


Lybrand, Ross Bros. & Montgomery, 


with the Washington office 


of the CPA firm of 


reviewed arrangements currently being used 


at the annual tax conference of his firm; this article is prepared from that talk. 


Dp" ERRED PAY ARRANGEMENTS are Con- 
tractual or non-contractual, 


or non-funded, 


funded 
long-term or short-term, 
forfeitable or non-forfeitable. The pur- 
poses usually are to obtain and keep 
competent executives, to supplement re- 
tirement benefits under qualified pen- 
sion and profit-sharing plans and to 
postpone the recognition of income to 
post-retirement years when the executive 
will be in a lower tax bracket. 

The typical arrangement is a contract 
with the executive to pay him an annual 
either for life 


or a specified number of years. 


amount after retirement, 
Plans 
may also call for payments to widows or 
other beneficiaries on the death of the 
executive. The executive agrees: 

1. to remain in the employ of the 
company until retirement age. 

2. not to compete after retirement. 

3. to render advisory services after re- 
tirement. 

Naturally the employee needs protec- 
tion against the possibility that the fi- 
nancial needs of the business or general 
economic conditions may be such that 
the funds necessary to meet the obliga- 
tions of the corporation under the plan 
may not be available at the time of his 
retirement. Accordingly, some plans in- 
clude funding, such as the purchase of 
endowment life insurance _ policies. 
There may be conditions in the agree- 
ment other than those indicated above. 


Consideration must be given to the im- 


pact of each of these conditions on: 

Deductibility of the payments by 
the employer, keeping in mind the fact 
that may 
early recognition of income by the ex- 
ecutive. 


early deductibility require 


Time of income recognition to the 
careful consideration 
to the possibility that the income might 


executive, giving 
have to be recognized prior to actual 
receipt. 

3. Certainty of payment. 

The employer can obtain an immedi- 
ate deduction for deferred compensation 
under a non-qualified plan only by mak- 
ing payment (e.g., 
annuity contract) and then only if the 
non-forfeitable. 
The executive would be taxed currently 
on the employer's contributions. There- 
fore, 


into a trust or for an 


executive’s rights are 


non-qualified trust arrangements 
and annuity contracts do not ordinarily 
meet the needs and desires of the par- 
ties. Usually, the employer finds that it 
must sacrifice an immediate deduction 
to obtain deferral of tax incidence for 
the executive. 

On the other hand, if the employee’s 
rights are forfeitable at the time contri- 
butions are made or premiums paid, the 
employer will not be allowed a deduc- 
tion at any time. 

When will the executive be taxable? 
It would seem that an employer’s mere 
promise to pay money in the future is 
not property whose value can be taxed 





to a-cash-basis taxpayer before the pay- 
ments are received. Nevertheless, the IRS 
will not rule on this question and cur- 
rently is engaged in active consideration 
of its ramifications. 

the Service’s 
doubts in this matter will be facilitated 
by a brief review 


An understanding of 


The principle of constructive receipt 
is not contained in the Code. It has been 
developed through litigation that, to be 
taxable, income not reduced to posses- 
sion must be credited to a taxpayer's 
account or set aside for him. (Burns, 3 
F.2d 399, cert. den.; Sloane, 188 F.2d 
254; Reg. Sec. 1.451-2) That means 
it must be free of any substantial limita- 
tions or restrictions as to the time, man- 
ner or condition of payment, and must 
be available to the taxpayer so that he 
can withdraw it at any time. (Arnold, 
147 F.2d 23; Reg. Sec. 1.451-2.) 

One of the first deferred compensation 
cases to be tested in the courts involved 
an employee of Procter and Gamble who 
was given, without his advice or consent, 
This contract 
was intentionally drawn so that it was 
non-assignable and had no cash surren- 
der value. Yet the Tax Court (Brodie, 

TC 275) held that the sum expended 
by Procter and Gamble was “intended as 
extra compensation for the year 1938” 
and was taxable to the employee in that 
year. 


a single premium annuity. 


Economic benefit 


In a later case (Hackett, 150 F.2d 121) 
involving similar circumstances, a circuit 
court agreed with the taxpayer's conten- 
tion that there was no constructive re- 
ceipt of cash, but held that he had real- 
ized an “economic benefit which was the 
The “economic 
has been followed in 
194 


equivalent of cash.” 
benefit” 
other cases, 
F.2d 241. 
Yet in the case of an insurance agent 
who was entitled to receive. certain rein- 


theory 
for instance, Sproull, 


surance commissions following retire- 
ment and who agreed with his employer 
to have them paid in equal instalments 
over a 15-year period, instead of in much 
larger amounts during the early years, 
the court held that he was taxable only 
when and to the extent that cash pay- 
ments were received by him. (Oates, 207 
F.2d 711.) 

Thus we find a distinction drawn be- 
tween the promise to pay of a commer- 
cial employer (ironically, an insurance 
company) and a not necessarily more 


valuable annuity contract which, how- 














ever, is an obligation of a third party, 
and thus “property.” 

These cases raise certain questions 
which the technicians and officials of the 
IRS currently are considering in connec- 
tion with deferred pay arrangements. 


The fundamental questions 


1. Does a promise to pay by a sub- 
stantial U. S. corporation provide less 
economic benefit” to an employee than 
the promise of an insurance company in 
the form of an annuity contract? 

2. What consideration should be given 
to the fact that many deferred pay agree- 
ments are funded, in effect, by the pur- 
chase of endowment life insurance poli- 
cies on the lives of the executives? 
Should this make the employee subject 
to tax earlier than he would be other- 
wise? 

3. Are the contingencies provided in 
most of these agreements, such as avail- 
ability for performance of advisory and 
consultative services and agreement not 
to compete or disclose confidential data, 
real or are they shams which should be 
disregarded for tax purposes? 

t. If taxable income arises in these 
cases prior to receipt of actual payment, 
when does it arise—ratably over the 
years of employment, at the time the 
deferred pay agreement is consum- 
mated, or at the time the employee's 
full-time service is terminated? 

5. What about the fact that numer- 
ous representations have been made to 
Congress by persons the principal part 
of whose income tends to be concen- 
trated in a relatively short span of years, 
and the fact that a limited amount of 
relief has been provided by law? Should 
legislation be recommended which 
would extend this relief in more gen- 
eral fashion, thereby perhaps doing 
away with the incentive for the present 
types of deferred compensation plans 
and thus avoiding their difficult techni- 
cal problems? 

It is impossible to predict how the 
Service will answer these questions. 

It is obvious that a substantial corpo- 
ration’s promise to pay provides no less 
‘economic benefit” to the employee than 
would a purchased annuity which was 
non-assignable and had no cash surren- 
der value. But this does not warrant the 
extension of what, in the writer’s opin- 
ion, was an erroneous theory in the an- 
nuity cases and the removal of the last 
vestige of the cash-receipts basis. Imag- 
ine the administrative quagmire which 
would exist if the incidence of taxation 


depended upon an evaluation in every 
case of the probabilities of future pay- 
ment! 

The tax consequences of the utiliza- 
tion of insurance, purchased by a corpo- 
ration on the lives of its executives, was 
placed in considerable doubt for a time 
by several decisions of the Tax Court. 
These decisions recently have been re- 
versed by three different circuit courts 
(Casale, 247 F.2d. 440; Prunier, 248 F.2d. 
818; Sanders, CA-10, 3/20/58) and the 
Government has decided not to seek 
certiorari. It seems clear that there will 
be no adverse tax effects if the company 
completely owns the policy and is the 
beneficiary, and if the employee has no 
more right to the proceeds than do 
general creditors. 

Agreements not to compete after re- 
tirement and to remain available for ad- 
visory and consultative services are fre- 
quently mere “window dressing” and 
probably will be attacked, as such. But 
conditioning the payments upon ob- 
servance of an agreement to remain 
actively employed for a specified period 
certainly should defer tax incidence un- 
til the required period ends. If, in addi- 
tion, the stipulated deferred payments 
are subject to reduction by amounts re- 
ceived by the executive as the result of 
employment, or from any business in 
which he should establish an interest 
likelihood of 
achieving complete deferral of tax inci- 


after retirement, the 
dence would seem to be enhanced. 


Profit-sharing trusts 

Where the executive is also a partici- 
pant in a profit-sharing trust and is 
seeking capital gain treatment on a 
lump sum payment on separation from 
service, there may be a danger in the 
rendition of consulting services after re- 
tirement. The question of whether the 
rendition of the services after retirement 
constitutes employment of a nature 
which would negate the complete separa- 
tion from service requirement necessary 
to insure capital gain treatment has not 
been resolved. The matter should be 


Pension expert sees more trusteed plans; / 
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carefully considered on the adoption of 
a deferred compensation arrangement, 
as well as prior to a lump-sum distribu- 
tion under a profit-sharing trust. 

Although the IRS will not rule on the 
tax consequences of deferred pay ar- 
rangements, it seems probable that an 
executive’s tax can be deferred if: 

1. There is no more than a simple 
contractual promise to pay on the part 
of the employer; 

2. The attempt to satisfy the employ- 
ee’s desire for security is limited to the 
purchase of endowment life insurance 
policies which the company owns and 
of which it is the sole beneficiary; and 

3. The future compensation is contin- 
gent, as to payment and perhaps also as 
to amount, on the continued occurrence 
or non-occurrence of specified events. 

It should be noted that, where a de- 
ferred pay arrangement provides for 
payments to an executive’s beneficiary 
or estate following his death, the com- 
muted value of such future payments 
will be includible in the decedent's 
gross estate. When received, such pay- 
ments will be entitled to a $5,000 exemp- 
tion from income tax if the deceased 
executive did not possess a non-forfeit- 
able right to the payments, and the 
amount taxable in respect of the bal- 
ance will be reduced by the estate tax 
previously levied thereon. 

Congress has received numerous pleas 
from persons and groups the principal 
part of whose income is concentrated in 
a relatively short span of years, but the 
legislative relief in this area has been 
limited in scope. It is also manifestly in- 
equitable for the tax benefits of deferred 
pay arrangements to hinge upon the em- 
ployee’s willingness or reluctance to 
gamble on the future existence and sol- 
vency of his employer. But the solution 
to the problem does not lie in further 
erosion of the cash-receipts basis of re- 
porting income. Rather it would seem 
to be found either in a retreat from the 
“economic benefit” theory or in legisla- 
tion permitting some form of income- 
averaging to all taxpayers. * 


, 


more profit-sharing being set up 


er RECENT GYRATIONS in the stock 
market may slow down the trend to 


trusteed, rather than insured, pension 
plans,” Charles D. Root, Jr., said at the 
recent Chicago Conference on Employee 


Pension Plans, “but,” he continued, “I 
doubt that they will reverse it.” Mr. 
Root, who is Vice President of Towers, 
Perrin, Forster & Crosby, Inc., pension 
plan consultants, Philadelphia, cited 
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these reasons for the trend toward trus- 
teeship: 

“Il, There is an opportunity for 
greater earnings in a pension portfolio 
having a_ substantial percentage of 
equity-type investments. Greater earn- 
ings will materially affect ultimate costs 
or benefits, depending upon the design 
of the plan and the subsequent de- 
cisions of management. 

“9 Plan funding arrangements are a 
good deal more flexible. Companies can 
contribute lesser or greater amounts— 
as their own desires and needs dictate— 
rather than having a third party doing 
the dictating. 

“8 Plan changes are easier to bar- 
gain. Generally, a trusteed program is 
more acceptable to union groups than 
an insured program. 

“4, Finally, a trusteed plan may be 
more economical to administer, especial- 
ly if it is a particularly large case or 
larger than the average cases adminis- 
tered by insurance companies. 

“On the other hand, many companies 


are staying with or adopting insured 


programs. The basic reasons for such 
action might be summarized as _ fol- 
lows: 


“1. Having a third party, independent 
of the employer and the employees and 
beyond the control of either, has its 
real advantages. 

“2. The 


formance of the insurance companies is 


guaranteed minimum per- 


often quite appealing. 


“3. Many companies select the in- 
sured medium based on the general 
theory that ‘we’re not in the annuity 


let’s 
those problems over to someone who 


and investment business, so turn 
is.’ 

“Today the great majority of U. S. 
employees covered by retirement pro- 
grams is in trusteed programs. Converse- 
ly, the great majority of plans is insured 
—the largest single number being indi- 
vidual insurance contracts for small 
companies.” 

“For the first time since the IRS has 
Mr. Root 


tinued, “almost as many deferred profit- 


been in this picture,” con- 
sharing plans as funded pension plans 
were approved in the third quarter of 
1957. While 


doubtedly adopted by companies having 


many of them were un- 


pension plans, it shows a recognition 


of some of the basic advantages of 


profit-sharing. Such plans are good if 


soundly designed and understood by 


cmployees. 


“One of the most famous profit-shar- 
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ing plans in the United States is the 
Sears, Roebuck and Co. plan. Forty 
years ago Sears was a young business, 
its employees were working hard and 
there was no pressure to adopt a plan. 
Yet the Sears management had _ these 
reasons for adopting such a program: 

“1. To encourage savings (set up on 
a contributory basis). 

“2. To permit employees to share in 
the profits they help produce. 

“3. To provide a fund for old-age 
security. 

“4. To produce incentives for efh- 
ciency. 

“These should be the real reasons for 
adopting a profit-sharing plan today. 
And 
centives when Sears adopted its plan. 


remember, there were no tax in- 
Those incentives, quite frankly and un- 
fortunately, are more often than not 
the reasons underlying the adoption of 
many recent profit-sharing plans.” 


Integration of all benefit plans 


“A large share of our work today,” 
Mr. Root told the Conference, “involves 
a review of entire employee-profit pro- 
grams, many of which provide overlap- 
ping benefits, in an attempt to find the 
most economical combination. For ex- 
ample, we believe that the most eco- 
nomical way of providing death-benefit 
coverage is through group term life in- 
surance and that only after you have 
exhausted the availability of that source 





should you look to other sources for 
such coverage. 

“Group term insurance enjoys a 
unique tax status in that the costs are 
deductible to the employer and not 
reportable by the employee. The bene- 
ficiary receives the benefits free of in- 
come tax, although the proceeds are 
includible in an individual's estate for 
purposes of determining any Federal 
tax. The net result is that the 
great majority of employees and _ their 
beneficiaries 


estate 


never has any tax con- 
nected with group insurance. 

“Another example is the increasingly 
popular widows’ benefits being added 
to existing pension programs. What is 
the best way to provide those benefits? 
There are three basic sources in most 
employee-benefit programs; namely, the 
group term insurance coverage, the op- 
tion of a joint survivorship or contin- 
gent annuitant election under the pen- 
sion plan and the possibility of a widow's 
pension from the pension plan. 

“Although the cost of death benefits 
under a pension plan is deductible to 
the employer, the employee may have 
to pay a tax on it and all or part of it 
will be reportable by the beneficiary, 
even though he may enjoy estate tax 
exemption. The net effect is a much 
lesser retention by the average employee 
and his beneficiary than if the death 
benefits were to from 


come a group 


term life insurance program.” 


New compensation decisions this month 


Retirement plan contributions for prior 
services with subsidiary are deductible. 
A parent corporation may deduct con- 
tributions to a qualified employees’ re- 
tirement plan to fund benefits for the 
the 
corporation's employees to a 


services previously rendered by 
parent 
wholly owned subsidiary. If a subsidiary 
is liquidated, the parent corporation as 
complete successor to the subsidiary’s 
assets, liabilities and employees, may de- 
duct contributions to fund benefits for 
the transferred employees with respect 
to their prior services to either the 
parent or the subsidiary. Rev. Rul. 58- 
165. 


Lump-sum payment on termination of 
pension plan taxable as capital gain 
[Acquiescence]. Taxpayer was employed 
by a corporation which liquidated and 
transferred all its assets to its sole stock- 





holder, who continued to carry on the 
business. Taxpayer continued as his em- 
ployee. Upon liquidation, the corpora- 
tion’s tax-exempt pension 


plan was 


terminated, and taxpayer received a 
lump-sum payment for his rights in the 
fund. The court holds the payment was 
received on account of separation from 
the service of the employer and was tax- 
able as a long-term capital gain. The 
court held that “separation from serv- 
ice” means service of the particular em- 
ployer, not the business enterprise as 
an economic entity. Martin 26 TC 100, 
acq. IRB 1958-11, similarly Miller 22 
TC No. 293, non-acq. withdrawn, acq. 
IRB 1958-11. 


Terminal leave pay prior to disability 
retirement not “sick pay.” The “sick 
pay” provisions apply only to payments 
in lieu of wages received under a “wage 











continuation plan.” Therefore, the 
lump-sum payments received by a Fed- 
eral employee for vacation leave upon 
resignation or retirement for disability 
before the normal age of retirement do 
not qualify as “sick pay” and are fully 
taxable. Rev. Rul. 58-178. 


Payment to widow of corporate officer: 
a non-taxable gift. A voluntary payment 
by a family-owned corporation to the 
widow of its deceased stockholder-presi- 
dent is held to be a non-taxable gift. 
even though the payment was based on 
the amount the deceased would have 
earned as a bonus had he been alive at 
the time. Standard Asbestos Mfg. & In- 
sulating Co., TCM 1958-42. 


Deductions denied corporation for con- 
tributions to forfeitable profit-sharing 
trust. Over the years taxpayer corpora- 
tion established the practice of sharing 
profits with its employees by establishing 
a trust at the end of each year and 
making contributions to the trust which 
were then distributed to the employees 
in the next one, two or three years. The 
court holds the trusts are a profit-sharing 
plan and not, as the corporation con- 
tended, simply year-to-year payments of 
compensation deductible as business ex- 
penses. For the contributions to be de- 
ductible, the plan must qualify under 
the Code; since it does not, the contri- 
butions are not deductible. Negligence 
penalties were waived as the deductions 
for the contributions were taken in the 
honest belief that they were proper 
accrued expenses. Wesley Heat Treat- 
ing Co., 30 TC No. 2. 


Payments to stockholder-president’s 
widow were gifts. Voluntary payments 
by a corporation to the widow of its 
stockholder-president are held to have 
been intended as a gift and not as com- 
pensation for past services rendered by 
the deceased. Thus the payments were 
properly excluded from the widow’s in- 
come. Est. of Morse, TCM 1958-51. 


Pay for “part of day absence” from in- 
jury is sick pay. A taxpayer who, after 
returning to work following a personal 
injury, was required to be absent for 
two or three hours each day at various 
intervals for medical treatments directly 
necessitated by the injury may exclude 
from his gross income as “‘sick pay” the 
absent pay he receives under an acci- 
dent or health plan of his employer. The 
IRS points out that, if the absence from 


work had been due to sickness, not in- 
jury, the seven-day waiting period would 
be required under the Code. Rev. Rul. 
58-163. 


V. A. disability rating doesn’t exempt 
armed forces retirement. pay. After 20 
years of active service, taxpayer volun- 
tarily requested to be retired from the 
Navy with pay based on length of serv- 
ice. His request was granted and he was 
retired as physically fit. During the same 
year taxpayer filed with the Veterans 
Administration a claim for a disability 
rating and was granted $31.50 per month 
based upon a 20% disability. His at- 
tempt to exclude 20% of his retirement 
pay on the basis of the VA disability rat- 
ing is denied since there is no relation- 
ship between the Veterans Administra- 
tion’s disability payments and ratings 
and the Navy retirement pay. Walker, 
TCM 1958-66. 


Death benefits payable in installments 
taxed under annuity rule. Employee 
death benefit payments which are to be 
received by the beneficiary in install- 
ments over a period of years pursuant 
to a non-contributory plan of the em- 





EPT relief denied newspaper consoli- 
dating its operations after merger. Sec- 
tion 459(c) of the 1939 Code permits 
use of an alternative method of com- 
puting average base-period net income 
to a taxpayer engaged primarily in a 
newspaper-publishing business if it 
physically consolidates its operations 
with those of another corporation and 
meets certain other tests. Taxpayer was 
organized in 1948 upon a consolidation 
of two operating newspapers occupying 
separate buildings. Later, in 1949, it 
physically consolidated in one of these 
buildings all of its operations. The Tax 
Court held that relief under Section 
459(c) is inapplicable as there was no 
consolidation by taxpayer of its operat- 
ing departments with those of anothe 
corporation. This court affirms. Madison 
Newspapers, Inc., CA-7, 3/5/58. 


Sale of Treasury stock not EPT daily 
capital additions. For purposes of com- 
puting the Korean excess profits tax law 
credits based on income, proceeds re- 


ceived by a corporation from the sale 
of Treasury stock to its employees (the 
stock had been previously purchased by 


New excess profits tax decisions 
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ployer, are taxed as annuity payments. 
The amount receivable tax-free under 
the Code, $5,000, is treated as employee 
cost. If, in accordance with the Code 
annuity provision concerning _ install- 
ments over three years, the payments re- 
ceivable during the first three years 
exceed $5,000, the entire amount of each 
installment is excluded until the bene- 
ficiary receives the $5,000, after which 
all amounts are fully taxable. Rev. Rul. 
57-483, which required proration of the 
$5,000 exclusion, is revoked. Rev. Rul. 
58-153. 


Estate not entitled to carryover for de- 
cedent’s undeducted past service cost. 
At the date of his death, the decedent 
was the owner of an unincorporated 
business for which he had set up a 
qualified pension plan. Contributions 
made to that plan had been in excess 
of the allowable deductions and would 
have been allowable as carryovers in 
later years had the decedent lived. How- 
ever, his estate cannot use them. Only 
the taxpayer who made the contribu- 
tions is allowed the carryover. The de- 
cedent and the estate are different tax- 
payers. Rev. Rul. 58-193. 


the corporation at the same price for 
which it was resold) are not to be 
treated as “money paid in for stock” 
under Section 435(g), which provides 
for an increase in the credit because of 
daily capital additions. Sandoval Zinc 
Co., 29 TC No.110. 


Section 722 relief requires new computa- 
tion of average base-period net income. 
A corporation claiming relief under 
Section 722 cannot combine its re- 
tained growth formula with additions 
for changes experienced in the character 
of the business, but must reconstruct a 
new average base-period net income. 
U. S. Rubber Co., 29 TC No. 132. 


Push-back rule applied to grant EPT 
relief. The court grants partial excess 
profits tax relief under Section 722 to 
a corporation engaged in the manufac- 
ture and sale of ready-to-use intravenous 
solutions on the basis that the corpora- 
tion did improve its products during the 
base period by elimination of precipita- 
tion and would have had additional 
sales on account of the improvement. 
Don Baxter, Inc., 29 TC No. 107. 
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Inventory cost and market value: 


tax and accounting rules generally agree 


by GEORGE F. SHANNON 


The determination of inventories is, fortunate'y, one area of the accountant’s work 


in which the tax rules are in general i 


n accord with accounting principles. Mr. 


Shannon analyzes the pronouncements of professional accounting bodies on the 


meaning of cost and market and points out their relation to the rules set forth in 


the Regulations. He calls particular attention to the unsettled question of the 


propriety of using cost to reproduce as a 


YEARS’ almost un- 


) iw PAST 
interrupted rise in prices of raw ma- 


TWELVE 
terials and manufactured products has 
engendered the belief that existing in- 
ventories will be replaced at higher cost. 
Indeed, the increasing popularity of the 
Liro (last-in, first-out) inventory valua- 
tion method is largely attributable to 
the continuing increase in market prices. 

However, notwithstanding rising 
prices and the increasing use of Liro, 
the “cost or market, whichever lower,” 
method is that most commonly used by 
American industry other than giant 
enterprises. Because it is the most com- 
monly used inventory method,  ac- 
countants have developed precise rules 
and definitions for its application. 

In its excellent publication The Con- 
trol and Valuation of Inventories, the 
National! Association of Accountants dis- 
cusses at length the difficulties inherent 
in costing industrial inventories. In addi- 
tion to invoice and manufacturing costs, 
freight, 
and storage) must be considered, as must 


incidentals (including duties, 
purchase discounts, the effect of numer- 
ous purchases at widely fluctuating costs, 
cost apportionments, industry practice, 
and Clearly, as 
the Association's 


many other factors. 
Broad has written in 
text, ““. .. the policies, methods and con- 
ditions under which a business is op- 
erated have an important bearing in 
determining what method of computing 
cost should be adopted in a particular 


case.” Perhaps the best available general 


market value. 


definition of cost is that appearing in 
the Inventory Pricing Research Bulletin 
of the Institute of Certified 
Accountants, states that, 
“As applied to inventories, cost means 


American 
Public which 
in principle the sum of the applicable 
expenditures and charges directly or in- 
directly incurred in bringing an article 
to its existing condition and location.” 

The same bulletin defines market as 
follows: 

“As used in the phase ‘lower of cost or 
market,’ the market means cur- 
rent replacement cost (by purchase or 


term 


reproduction, as the case may be) except 
that: 

1. Market should not exceed the net 
realizable value (i.e., estimated selling 
price in the ordinary course of business 
less reasonably predictable costs of com- 
pletion and disposal; and 

2. Market should not be less than net 
realizable value reduced by an allow- 
ance for an approximately normal profit 
margin.” 

The endorsement of “selling market” 
or realizable values as a basis for ascer- 
taining market values of industrial in- 
ventories is important for many reasons, 
including the implied rejection of “cost 
to reproduce” as the measure of market 
Finney shares the views of the 
American Institute. In Principles of Ac- 
counting he says in part, “If market 
for decline, selling 
presumably decline with 
them. Reducing the inventory to market 


value. 


values purchases 


prices will 





price takes up the loss in the period 
during which the prices declined, and 
transfers the goods to the next period 
at a price at which they can presumably 
be sold at a profit.” Bell, in the same 
connection, has written, “Market price 
means, in my opinion, the cost of re- 
production or replacement or the sales 
value less selling expense, if that is 
lower,” states that, if the 
testimony of expert auditors is an ac- 
curate indicator of the general feeling 


and Devine 


of public accountants, market is often 
used to mean the lowest of these three 
valuations. 

Accounting authors appear to be in 
agreement as to the valuation of dam- 
aged, imperfect, obsolete, and other in- 
ventories not salable in the ordinary 
course of business. These, they state, 
should be valued at selling prices, con- 
servatively determined, less costs of dis- 
position, but at not less than scrap or 
salvage value. Some difference of opinion 
exists as to whether selling prices should 
be marked down enough to assure a 
profit on the eventual sale, but the pre- 
ponderant view is that each such inven- 
tory must be evaluated on the basis of 
its usability and condition. 


Statutory requirements 
471 
states the general rule for inventories, 


Section of the Code succinctly 
which is similar in all important re- 
spects to that included in the prior law 
(Section 22 (e), 1939 Code, as amended). 
The rule provides, in general, that in- 
ventories shall be taken whenever neces- 
sary “in order clearly to determine the 
income” of a taxpayer. Authority to 
decide whether inventory taking is 
necessary is lodged in the Secretary of 
the Treasury, and by delegation to the 
Commissioner and his staff. The statute 
further states that the inventory shall be 
taken “on such basis as the Secretary or 
his delegate may prescribe as conforming 
as nearly as may be to the best account- 
ing practice in the trade or business 
and as most clearly reflecting the in- 
come.” It follows that, while the Com- 
missioner has great discretion regarding 
the taking and valuation of inventories, 
he cannot through capriciousness or 
excessive zeal for revenues proceed con- 
trary to an industry’s “best accounting 
practice” or by a method which demon- 
stratably does not most clearly reflect the 
income. 

The the Code 


generalities of are 


adapted to the incredible diversity of 
business operations by regulations pre- 
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pared by the office of the Commissioner. 
Chose pertaining to inventories not on 
the Liro basis were published December 
11, 1957, and are numbered 1.471-1 to 
1.471-9, inclusive. General principles of 
valuation appear in Regulations Section 
1.471-2 and may be summarized as fol- 


lows: 


Commissioner’s regulations 


1. Inventory valuation practices must 
give effect to trade customs which are 
within the scope of the best accounting 
practice in the particular industry; 

2. Inventory practices must be con- 
sistent from year to year; 
accorded 


3. Greater weight is con- 


sistency than any particular basis of 
valuation provided that the method used 
is in substantial accordance with the 
regulations; 

4. As a rule, an inventory that can be 
used under the best accounting practice 
in a balance sheet showing the financial 
position of the taxpayer is regarded as 
clearly reflecting his income. 

The Commissioner's willingness to ac- 
cept as his standards of inventory evalua- 
tion the best accounting practices and 
the trade customs of an industry is in 
pleasing contrast to his refusal to recog- 
nize similar standards regarding prepaid 
and accrued expenses. Fortunately for 
industrial accountants, the principles of 
inventory valuation summarized above 
are in agreement with accepted account- 
ing practice and constitute a means of 
reconciling conflicting opinions regard- 
ing specific valuations. 

Since the Commissioner's primary 
duty is protection of the revenues, it was 
perhaps inevitable that his regulations 
would prohibit certain methods of tak- 
ing and valuing inventories. These are 
listed below, and, as will be observed, 
are equally unacceptable for general ac- 
counting purposes: 

1. Creation of inventory reserves re- 
gardless of whether for price changes or 
estimated depreciation; 

2. Evaluating in-process or other in- 
ventories at nominal or other prices be- 
low fair value; 

3. Omitting portions of the inventory; 

1. Using a constant price or nominal 


value for “normal quantities” of inven- 


tory materials; and 
George F. Shannon is a CPA and a 


member of the Worcester, Massachu- 
setts, accounting firm of Tupper, Moore 
& Co. He is Vice-President of the Massa- 


chusetts Society of CPAs.]} 


5. Including in inventories materials 
in transit to or from the taxpayer when 
title to them is not vested in him. 


Commissioner’s definition of “cost” 
Among the inventory valuation 
methods permitted by the regulations 
are cost and the lower of cost or market. 
“Cost” is defined for industrial inven- 
tory purposes as the sum of (a) cost of 
raw materials and supplies entering into 
or consumed by the product; (b) ex- 
penditures for direct labor; and (c) in- 
direct expenses incident to and _ neces- 
sary for the production of the particular 
article. Selling expenses and interest (or 
other return on capital) are not includ- 
ible. Intermingled goods which cannot 
be identified with specific purchase in- 
voices or production costs are deemed to 
be those most recently purchased or pro- 
duced, and are to be costed accordingly. 
Trade and other discounts must be de- 
ducted from the purchase price except 
that the deduction of strictly cash dis- 
counts is optional, provided a_ con- 
sistent course is followed. However, if 
cash discounts are deducted, they must 
also be deducted from purchase prices, 
thus reducing the cost of goods sold. 
Direct costing advocates may be in- 
terested to learn that the Commissioner 
has sought to exclude depreciation and 
taxes from inventory valuations on a few 
occasions in the course of his endless 
and remorseless quest for tax revenues. 
These appear to have been special situa- 
tions, and are contrary to the prepon- 
derance of court decisions on the inclu- 
sion of manufacturing expenses in in- 
ventory valuations. The Commissioner's 
these furthermore, 


position in cases, 


seems inconsistent not only with the 
definition of manufacturing cost stated 
in his regulations, but also with the 
Statutory requirement that the valuation 
method employed must conform with an 
industry’s “best accounting practice.” 


Commissioner’s definitions of “market” 


Two definitions of market value ap- 
pear in the regulations, one of which is 
applicable “under normal circumstances 
and for normal goods in an inventory,” 
and the other “where no open market 
exists or where quotations are nominal.” 
Industrial inventories computed ac- 
cording to the first of these formulae 
are to be valued at “current bid price 
prevailing at the date of the inventory” 
of (a) “goods purchased and on hand,” 
and (b) “basic elements of cost (ma- 
terials, labor, and burden) in goods in 
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process of manufacture and in finished 
goods on hand.” Products manufactured 
on firm (i.e., non-cancelable) sales con- 
tracts and at fixed selling prices must, 
however, be valued at cost. “Bid price,” 
as used in the regulations appears to 
mean the cost at which manufactured 
goods could be reproduced based on cur- 
rent market prices of the product com- 
ponents, rather than the price at which 
they could be replaced by purchase from 
others. 

The other market value formula, ap- 
plicable where no open market exists or 
where quotations are nominal, closely 
approximates the “realizable value” basis 
cited with approval by the AICPA. In 
its application, taxpayers are bound by 
the regulations to use “such evidence of 
a fair market price at the date or dates 
nearest the inventory as may be avail- 
able,” and the regulations cite purchases 
and sales by taxpayers and others in 
reasonable volume as acceptable evi- 
dence. Particularly notable in this con- 
nection is the following excerpt from 
1.471-4 (b): 

“Where the taxpayer in the regular 


Regulation 


course of business has offered for sale 
such merchandise at prices lower than 
the current price . . ., the inventory may 
be valued at such prices less direct cost 
of disposition, and the correctness of 
such prices will be determined by refer- 
ence to the actual sales of the taxpayer 
for a reasonable period before and after 
the date of the inventory.” 

If this statement means what it says, 
manufacturers selling in a market where 
prices are declining may predicate their 
inventory valuations on selling prices, 
and by this process include,.in the cur- 
rent accounting period’s cost of goods 
sold incurred manufacturing costs which 
appear irrecoverable because of pro- 
tracted and continuing decline in the 
market prices of finished goods. 

G.C.M. 9401, which was issued during 
1931 by the General Counsel of the 
Bureau of Internal Revenue, endorses 
the “realizable value” principle as the 
proper basis for evaluating manufac- 
turers’ inventories. It cites the “current 
bid price” (of basic elements of cost) 
valuation method and states that it fur- 
nishes ‘“‘a reproductive value represent- 
ing the estimated cost on the inventory 
date of replacing through. manufacture 
the specific goods in the inventory on 
the inventory date. .. . To regard repro- 
ductive cost as the market price seems 


somewhat strained when the term ‘mar- 
ket’ is viewed in its ordinary sense.” 
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The Memorandum also includes com- 
ments on the inconsistency between re- 
quiring manufacturers to determine mar- 
ket by using reproductive cost, while per- 
mitting traders to use market quotations. 
Its cogent and well reasoned conclusion 
on this point follows: 

“If reproductive cost is higher than 
the market quotations with respect to 
produced goods, it does not seem proper 
or logical to assume that the manufac- 
turer will be able to sell at or above 
reproductive cost instead of at the mar- 
ket prices any more than that a trader 
will be able to sell at a profit where his 
market is below cost, and yet the trader 
is given the benefit of the lower market 
quotations.” 


Bedford Mills case 


In 1932, the year following issuance 
of the General Counsel’s Memorandum, 
the court of claims arrived at a contrary 
decision on the reproduction cost versus 
Bedford Mills, 


was engaged in converting cotton 


realizable value . issue. 
Inc. 
gray goods into finished fabrics by dye- 
ing, printing, and other processes. Dur- 
ing 1920, the year litigated, chaotic con- 
ditions existed in the cotton goods in- 
dustry. Prices advanced steadily until 
April when the industry experienced a 
and serious decline in 


rapid prices 


which continued for the remainder of 
the year. In view of these industry cir- 
cumstances, the company sought to value 
its inventory at realizable market value 
rather than reproductive value, contend- 
ing that the Commissioner’s regulations 
did not contemplate a “built-up or 
theoretical market value to a manufac- 
turer as distinguished from a_ trader.” 
The court rejected this contention as 
not justified under the terminology of 
the existing and subsequently adopted 
regulations, adding that, “It is, we think, 
too late to indulge in another academic 
discussion as to whether they (the regu- 
lations) conform to the best accounting 
practice in the trade or business and as 
most clearly reflecting the income.” This 
decision notwithstanding, the General 


Counsel’s Memorandum has been 


not 
withdrawn by the Commissioner and is 
generally regarded as still in effect. 

If the decision in Bedford Mills is fol- 
lowed, manufacturers’ use of realizable 
market values in inventory pricing ap- 
parently is limited to clearance items, 
that is, goods which are unsalable or un- 
usable in normal transactions because 
of wear and tear, imperfections, changes 
of style, broken lots and similar causes. 
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However, this extreme limitation seems 
inconsistent and irreconcilable with the 
mandate of the statute since it neither 
conforms to best accounting practice nor 
most clearly reflects income. 


Absence of market quotations 


Where there is no known and usable 
market price, market value is established 
from the best evidence available. Ac- 
ceptable quotations before and _ after 
the inventory date are often used pro- 
vided nothing happened in the interim 
making them inapplicable. Expert testi- 
mony, including that of the taxpayer, 
has been accepted in cases where sup- 
ported by many years’ experience handl- 
ing the commodity or product in ques- 
tion. Arbitrary reductions are not ac- 
ceptable, and where the cost or market, 
whichever lower, basis is used, the regu- 
lations require determination of this 
value for each item in the inventory 
and not in total. Accordingly, the in- 
ventory may include some items valued 
at cost and some at market. 

In actual practice, extensive proof of 
market is not usually required by the 
Since 
the inventory residual which reduces the 


Commissioner's representatives. 


current year’s cost of sales increases that 
of the following one, there is a tendency 





to assume that inventory valuation errors 
automatically correct themselves over a 
period of years. The present thinking of 
many textile industrial accountants is 
representative of this point of view. As 
is generally known, the entire industry, 
particularly woolen goods manutfac- 
turers, has for the past three years or 
more been selling in a_ steadily and 
rapidly declining market with no present 
indication as to when the bottom will be 
reached. Sales at mill cost are not un- 
common, and there is no market at any 
price for many types of piece goods. 
Under these conditions, good business 
practice and accounting considerations 
unite to convince the textile accountant 
that inventory valuations for both gen- 
eral accounting and income tax purposes 
should be the absolute minimum per- 
mitted by accepted accounting practice 
and the income tax regulations. Repro- 
duction versus realizable value and other 
technical inventory valuation considera- 
tions seem remote and unreal. The most 
urgent of problems is not how to value 
And 


there is always the knowledge that real 


inventories, but how to survive. 
profits and losses are determined by the 
prices at which piece goods are sold, not 
by the inventory valuations of inter- 


mediate periods. 


Auto Club case confuses relation 


of “claim of right” to unearned income 


so MAIN Automobile 
Club of (353 U.S. 


180)—the retroactive revocation of a tax 


ISSUE in the 
Michigan case 
exemption ruling—has been widely dis- 


cussed. Less noticed, but more im- 


portant, particularly to the everyday 


work of the tax accountant, was the 
disposition of the secondary issue—ac- 
counting for the prepaid membership 
income. Unfortunately the opinion of 
the majority of the Supreme Court 
avoided the problem much litigated in 
the lower courts of the application of 
the “claim of right” doctrine to accrual 
accounting questions, and the opinion 
raised a new problem in that it implied 
that, unless there is a fixed date for the 
performance of the service for which 
prepayment has been received, income 
cannot be deferred. The implications of 
the somewhat obscure Supreme Court 
opinion were considered in a note in the 
Law Forum (Vol. 57-517) by F. 
Behrends, in which he pointed out that 


Louis 


the Automobile Club decision is in strik- 


ing contrast to the holding in Beacon 
(218 F.2d 697). In 
“in recognition of sound ac- 


Publishing Co. 
Beacon, 
counting principles, a newspaper pub- 
lisher was allowed to defer income from 
prepaid subscriptions to the subsequent 
periods in which the newspapers would 
be delivered. The court held that an 
accrual taxpayer should report income 
as of the period earned irrespective of 
the period in which it was received. 
Several other circuits have recently 
reached the same conclusion in the cor- 
relative area of estimated future ex- 
penses. 

“In Schuessler, 230 F.2d 722, the tax- 
payer had sold furnaces with a guarantee 
that he would turn each furnace on and 
off for the succeeding five years. A re- 
serve for the estimated expenses to be 
incurred during the following five years 
was deducted from the sales price. The 
that 
reasonable method of accounting than 


court agreed this was a more 


to take the entire sales price into in- 
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come in the year of receipt. See also 
Hilinski, 237 F.2d 703 (partnership 
allowed to deduct future costs of manu- 
facturing certain products to be de- 
livered in the following year); Pacific 
Grape Co., 219 F.2d 862 
(shipper of fungible goods allowed to 


Products 


accrue income and expenses not yet re- 
ceived or paid out); Harrold, 192 F.2d° 
1002 (contractor allowed to accrue fu- 
ture estimated expenses of backfilling a 
strip mine). The strength of these cases 
as precedent is, unfortunately, consider- 
ably diminished by the decision in the 
{utomobile Club case. 

“The Automobile Club provides to 
its members numerous services, includ- 
ing maps and touring information, em- 
ergency road service, a monthly maga- 
zine, and the benefits of affiliation with 
the American Automobile Association. 
Membership dues, which were required 
to be paid in advance for the subse- 
quent 12-month period, were received 
by it in every month of each year here 
1934, the Club has 
credited 1/12 of the prepaid dues to in- 
1945 the Com- 


advance dues re- 


involved. Since 


come each month. In 
missioner ruled that 
ceived under a claim of right were tax- 
able in the year of receipt even though 
the taxpayer was on the accrual system. 
(20 TC 1033) and the 
circuit court of appeals (230 F.2d 585) 
affirmed. On 
Court afirmed (three Justices dissenting), 


The Tax Court 


certiorari, the Supreme 
holding taxpayer's practice of deferring 
membership dues was ‘purely artificial’ 
because the dues had ‘no relation’ to the 
services which petitioner might later be 
called upon to render. The advance dues 
were, therefore, income in the year re- 


ceived. 


Claim of right doctrine 

“The majority of courts have rejected 
.ccrual accounting principles, holding 
prepaid income taxable in the year re- 
ceived in reliance on the claim of right 
doctrine enunciated by the 
North Am. Oil 
Burnet (286 U.S. 417). However, as many 


Supreme 
Court in Consol. v. 
writers and some courts have pointed 
out, that case did not in any way con- 
cern prepaid income. The income in- 


volved had been earned in a_ prior 
period, as distinguished from prepaid in- 
come, which is revenue received in ad- 
vance for services to be rendered in the 
future. 

“In 1916, North American Oil Consol. 
was exploiting oil land in which the 


U. S. claimed the beneficial interest. At 


the Government’s request, a receiver 
was appointed to operate the land and 
hold the income therefrom 
beneficial interest 
could be judicially determined. In 1917, 
a Federal district court ruled in favor 
of the taxpayer, and the taxpayer was 
accordingly paid the 1916 profits. The 
Government appealed, however, and the 
judgment in favor of the taxpayer did 
not become final until 1922. It is thus 
clear that income paid in advance of 


until the 
ownership of the 


performance was in no way involved in 
the case. The court held only that, where 
the right to receive or keep income is 
in dispute, the income is nonetheless tax- 
able if received under a claim of right 
and without restriction as to its use. The 
claim of right doctrine was, therefore, 
never intended to apply to prepaid in- 
come. 

“The right 
nonetheless been repeatedly relied on 


claim of doctrine has 
by the lower courts as a basis for deny- 
ing taxpayers the right to defer prepaid 
income. Clay Sewer Pipe Ass’n, 139 F.2d 
130 (income prepaid for sales promotion 
services); South Dade Farms, Inc., 138 
F.2d 818 (prepaid rent); Curtis R. An- 
drews, 23 TC 1026 (tuition for dancing 
classes received in advance); National 
Airlines, Inc., 9 TC 159 (advance sale of 
transportation tickets); South 
Motor Co., 3 TC 411 (unearned re- 
ceipts from sale of coupon books); Your 
Health Club, Inc., 4 TC 385 (member- 
ship 


Tacoma 


contracts requiring taxpayer to 
furnish certain health facilities in subse- 
quent year). 

“In his dissent in Auto Club, Justice 
Harlan pointed out that the Code does 
not require gross income to be reported 
in the year of receipt if, under the tax- 
payer’s accounting method, it is ‘prop- 
erly accounted for’ as of another period. 
The Code allows the taxpayer to com- 
pute income tax liability in accordance 
with the method of accounting he 
normally employs, provided that that 
method ‘clearly reflects income.’ Since 
deferral of unearned income is patently 
a facet of the accrual method of account- 
ing, the statute seems to sanction such 
a deferral by an accrual taxpayer if this 
will result in the clear reflection of in- 
come. Thus»ét,.becomes a question of 
determining by: what standard the clear 
reflection of income is to be judged. 

“The only reasonable answer, as the 
Code would seem to indicate, is that ac- 
cepted accounting practice should set 
the standard. In matters of income de- 
termination, the entire business world 
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relies on the specialized knowledge and 
judgment of the accounting profession. 
It is difficult to believe that Congress in- 
tended that the courts should ignore this 
highly developed expertise and devise 
instead a standard of their own. 


Is Auto Club analogous to Beacon? 


“If accounting practice is the stand- 
ard to be applied under the Code, the 
decision in the principal case is clearly 
wrong. The court labeled the taxpayer's 
accrual method of accounting ‘purely 
artificial’ in that there was ‘no relation’ 
between the dues and the services to be 
rendered. The basis for these statements 
is found in a footnote to the opinion, 
where the Beacon case is distinguished 
on the ground that there the perform- 
ance was to be on specific dates in a 
later period while the services to be 
performed in the Auto Club case were 
not related to any fixed dates after the 
current tax year. 

“It is probable that the Court was 
concerned with the possibility that the 
taxpayer would not be required to per- 
form any of the services in a later tax 
year even though the memberships in- 
volved extended into a_ subsequent 
period. 

“The Commissioner presented a one- 
argument to the effect that, 
while in the Beacon case the newspapers 


sentence 


would be published daily throughout the 
subscription period, in the case at bar 
there was a possibility that any indi- 
vidual member of the Club might re- 
ceive services only in the first month of 
membership. However, neither _ brief 
discussed any distinction framed in terms 
of the presence or absence of fixed dates 
for performance. No reference was made 
to such a contention in either the Sixth 
Circuit opinion, 230 F.2d 585, or in the 
opinion of the Tax Court, 20 TC 1033. 
Furthermore, the facts in the case do not 
entirely The 
Club set aside $1 out of each $10 yearly 


support this distinction. 


membership fee (increased to $12 in 
1947) as a one-year prepaid subscription 
to the Club’s monthly magazine, Motor 
10% of the 
question fell 


News. Therefore, nearly 


total dues income in 


squarely under the Beacon decision. 


Applicable accounting principles 

“Even if there were some basis for 
assuming that the members would not 
avail themselves of the full benefits of 
membership, the Court’s analysis fails to 
recognize the basic principle underlying 


the deferral of income. That principle is 
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that, whenever payment is made prior 
to the actual furnishing of services, the 
advance payment gives rise to a liability 
which should be carried on the balance 
sheet as deferred income. The applica- 
tion of this principle even when there is 
no fixed date for performance is well 
exemplified by the recognized insurance 
company accounting practice of de- 
ferring prepaid premiums. It is true that 
the insurer does not know when, if ever, 
he may be called upon to perform by 
making payments to the policyholder. 
Yet he is in another sense continually 
performing during the entire pendency 
of the policy in that he must stand at 
all times ready to indemnify the policy- 
should the 

The 
service provided by the taxpayer in this 


holder agreed-upon con- 


tingency occur. emergency road 
case is in reality a type of insurance, 
imposing a similar continuing obliga- 
tion throughout the period of mem- 
bership. The lack of fixed dates for per- 
formance of services obviously has no 
effect on this obligation. The income is 
not fully earned until the correlative 
obligation is discharged by the passage 
of time. Consequently, it would be in- 
accurate and contrary to established ac- 
counting principles to regard the pre- 
paid dues received by petitioner as 
earned rather than unearned. It is thus 
apparent that the Supreme Court has 
in this instance declined an opportunity 
to apply recognized accounting princi- 
ples in determining the taxability of 
prepaid income. 


What does Auto Club mean? 


“What is not so apparent, however, is 
whether the Auto Club case entirely re- 
jected these principles, or merely mis- 
The 
may be implied from the fact that the 
Beacon 


conceived them. latter conclusion 
rather 
than disapproved, and the fact that the 
Court cited Helvering, 291 


U.S. 193. Brown, general agent for a fire 


case was distinguished 


Brown v. 


insurance company, received an over- 
writing commission based on the amount 
Tax- 
payer's contention that the commissions 


should be 


of business done by his salesmen. 
treated as prepaid income 
was rejected. The court relied on a 
finding by the Board of Tax Appeals 
that there was no proof that any part of 
the commissions would be earned in 
later years. This holding seems correct, 
for the taxpayer was not obligated to 
perform any further services in return 
for the commissions already received. Al- 


though it is thus evident that the court 
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expressly held that unearned income was 
not involved, this case is probably more 
often cited than any other as being an 
application of the claim of right doctrine 
to prepaid income. 

“Thus, in the Brown decision it was 
held that the 
taxable in the year received because 


revenues involved were 
there was no proof that any part of 
them had been earned in later years. 
The nature of the misconception under- 
lying the Auto Club decision thus seems 
to be a redefining of unearned income 
to include at least a fixed date for per- 
formance of the correlative obligation. 
Hence it may be that the Auto Club case 
held only that the deferred dues were 
not unearned. If so, the question of 
allows deferral of 


whether the Code 


‘unearned’ income was not considered 
and remains undecided by the Court. 
“The difficulty with this analysis of 
the instant case is that it ignores the 
fact that the majority opinion contains 
a discussion of the claim of right doc- 
trine. Although that doctrine apparently 
was not relied upon, it certainly was 
not disapproved. Furthermore, it should 





Lawyer’s gain from sale of real estate 
ordinary income. Taxpayer, a lawyer, 
had made a total of 94 real estate sales 
during the period 1946 through 1955, 
23 of which were made in the taxable 
1950 1952. Over the 
longer period not less than 150 lots 
were sold, while a total of 48 was sold 


years through 


in the three years in issue. Taxpayer did 
the property 
brokers, or post any “for sale” signs be- 


not advertise, list with 
cause of the seller’s market that existed 
at the time. Sales were initiated by pros- 
pective customers approaching taxpayer 
through the mails or over the telephone. 
Taking into account the number of pur- 
chases and sales, the frequency and 
continuity of the transactions, the court 
concludes taxpayer was not engaged in 
isolated or casual selling transactions, 
but held the properties primarily for sale 
to customers in the ordinary course of 
his trade or business. Thus gains on the 
sales are ordinary income. Austin, TCM 
1958-71. 


Patent payments royalties; substantial 
rights tetained. Taxpayer, inventor of 
an oil well drilling device, agreed to 
give an exclusive right to use the device 


in exchange for a royalty payment. 


New accounting decisions this month 





be noted that, by placing the taxpayer 
on a cash basis and thus raising its tax- 
able income for the years involved, the 
decision has the same net effect as would 
an express application of the claim of 
right theory. 

“In any event, it appears that, by 
avoiding an express decision as to the 
the right 
doctrine, and by implying the possible 


applicability of claim of 
existence of a ‘fixed date for perform- 
ance’ doctrine, the Court has made it 
more difficult to predict the disposi- 
tion of future litigation relating to pre- 
paid income. Writers have for years 
advocated the passage of legislation ex- 
pressly directing that taxable income 
conform to business income as deter- 
mined by accepted accounting practices. 
The 1954 enactment of Section 452 was 
intended to reach such a result in the 
area of prepaid income, but was prompt- 
ly repealed at the behest of the Treasury 
Department. The doctrinal confusion 
which will be caused by the Auto Club 
case emphasizes the need for renewed 
Congressional attention to the tax treat- 
ment of prepaid income.” : 


However, the agreement provided he 
could cancel the exclusive feature on 30 
days’ notice, reducing the royalty, and 
also that the user could not use the de- 
The 


holds that taxpayer retained such sub- 


vice for certain purposes. court 
stantial rights that the agreement con- 
stituted a license, rather than a sale. Ac- 
cordingly, the payments are ordinary 


income. Bannister, DC Tex., 2/28/58. 


Sale of automobile corporation stock 
not a disguised sale of automobiles by 
stockholders. Taxpayers operated a new 
car business as partners. When told that 
the partnership franchise would not be 
renewed, they transferred the partner- 
ship inventory of cars to a controlled 
corporation at book value and then 
sold the corporate stock for a_ price 
which produced a gain. They claimed 
it was capital gain. Taxpayers showed 
the purpose of the sale of the cars was 
to prevent the manufacturer from re- 
purchasing them and that they had no 
intention at the time of leaving the auto- 


mobile business. The court rejects the 
theory urged by the Commissioner that 
the corporation was a mere conduit 
through which the partners realized on 
their inventory and holds that taxpayer's 








gain on the sale of the stock is a capi- 
tal gain. DeWitt, 30 TC No. 1. 


Corporation’s land sales give capital 
gain. A jury found that taxpayer was 
not in the real estate business and the 
proceeds of the sales are thus capital 
gains, not ordinary income. The facts 
show that it employed real estate de; 
velopers to subdivide and sell land that 
it owned. Port Wentworth Corp., DC 
Ga.. 3/10/58. 


Gains on sale of assembled land capital 
gain to real estate broker. Taxpayer, a 
cattle rancher, timber grower and real 
estate broker, realized profits from sales 
of phosphate-bearing acreage which, by 
purchase and options over a period of 
years, he assembled into a tract large 
enough to attract a customer. This court 
reverses the Tax Court and allows capi- 
tal gain on the sales. While the property 
was being held for sale, it was not being 
held for sale in the ordinary course of 
business. This was a non-recurring ven- 
ture. It is not a broker’s business to in- 
vest in real estate. The point stressed 
that this gain 
was a large percentage of taxpayer's in- 


by the Commissioner, 
come, is not relevant; taxpayer's other 
businesses were still in their infancy. 
Thomas, CA-5, 4/17/58 


Distributees have ordinary income on 
their sale of corporate liquidating divi- 
dend. 


[Certiorari denied). Taxpayers, 


who had received FHA-insured apart- 


ment buildings as a distribution from 


their corporation, carried on an ag- 
gressive and active campaign to sell the 
property by advertising in leading news- 
papers and by hiring a real estate broker 
who was supplied an office, telephone, 
and office help. The Tax Court con- 
cluded the apartments were held primar- 
ily for the sale to customers in the ordin- 
ary course of business, and the gain 
realized was ordinary income. The Ninth 
Circuit affirmed. Pool, cert. den., Sp. Ct., 
4/28/58. 


Selling 54 houses not real estate business. 
\ jury finds that taxpayer was not in 
the business of selling houses although 
he had sold 30 houses in one year and 
24 in the next year. It allowed capital 
gain. King, DC Tex., 2/5/58. 


“Rentals for lease” of equipment actu- 
ally installments on purchase price. 
Taxpayer entered into contracts with 
equipment dealers leasing 93 items of 


equipment for terms varying in length 
from seven to 28 months. On the same 
day the agreements were consummated, 
they were assigned by the dealers to a 
bank. At the end of the lease term, tax- 
payer purchased the equipment upon 
paying the difference between the rent 
and the retail list price at the begin- 
ning of the lease period, plus bank 
finance charges. The court holds the so- 
called rentals were installment payments 
on the purchase price which could be 
through depreciation. The 
court notes that, while taxpayer had no 
legal right to purchase at the end of 
lease, it was industry custom to allow 
the lessee the purchase privilege. West- 
ern Contracting Corp., TCM 1958-77. 


recovered 


Gain on sand and gravel removal is 
capital. 
another to remove sand and gravel from 
taxpayer’s land for one year at a fixed 
price per cubic yard and the gravel 
remover guaranteed to remove a fixed 
minimum. 


Taxpayer contracted to allow 


The contract was extended 
ten times on the same terms. The court 
holds that the test in determining whe- 
ther contracts of this type are leases or 
sales is the method of computing the 
the 
amount of 


price; if the 
gravel removed, the 


arrangement is a sale; if the price is 


price depends on 
then 


fixed in terms of the period of time dur- 
ing which the right to remove is granted, 
the The 
contract here is, the court finds, a sale 


then arrangement is a lease. 
of the minerals and thus gain on the 


sale is capital. Bel, DC La., 3/15/58. 


Capital gain despite subdivision of in- 
herited real estate. Taxpayer inherited 
real estate which she tried to sell as a 
unit. When this failed, she subdivided 
it and installed roads and utilities. The 
Tax Court had held that taxpayer's ac- 
tivities in developing and selling the 
plot put her in the real estate business 
and the gain was ordinary. This court 


reverses. Even extensive activities, so 


long as they are carried on with the 
purpose of liquidating a capital asset, 


such as inherited real estate, do 


not 
convert capital gain into ordinary in- 
come. Yunker, CA-6, 5/1/58. 

Ordinary loss on sale of oil interest. 
Taxpayer paid 4% of the expenses 
($29,000) of obtaining some oil and gas 
leases under an agreement that, as soon 
full title 
been acquired in the name of the corpo- 
of the 


as the to the oil leases had 


ration which paid the other 34 
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would 
the 


cost, it assign taxpayer a lA 


interest in leases. Before this oc- 


curred, however, taxpayer assigned all 
his rights under the 
$3,000. The 


is ordinary, not capital. No opinion is 


agreement for 
court holds that the _ loss 
reported and the basis for the decision 
is not clear; the court merely refers to the 
loss as incurred on sale of a lease, not 
of a partnership interest. DC 
Tex., 4/28/58. 


Jones, 


Assigned patent royalties held ordinary 
income. A British corporation sold an 
American corporation U. S. patent rights 
for a royalty based on sales. Subsequent- 
ly these royalties were assigned to tax- 
payers. Taxpayers claimed that they 
acquired the right to the royalty pay- 
ments by gift and thus the royalty should 
have the same character in their hands 
that it did in the hands of the assignor, 
and they claim the royalties were pro- 
ceeds of the original sales. The court 
holds that taxpayers did not show that 
they acquired the royalty payments as a 
gift and, therefore, it is unnecessary for 
the court to decide whether the royalties 
would be capital gains in the hands of 
the assignor. They are ordinary income 
to taxpayers. Bratter, DC N. Y., 4/9/58. 


Royalties under assignment of patent 
licensing agreement are ordinary income. 
Taxpayer assisted his brother in develop- 
ing and patenting a rotary soil tiller for 
which he was promised a share in it. 
The brother organized a corporation 
and granted it an exclusive license to 
the tiller in 
royalties. In keeping with his promise 


manufacture return for 
to taxpayer, the brother assigned tax- 
payer a 20% the exclusive 
license agreement. The court finds the 
assignment did not convey to taxpayer 


, interest in 


any interest in the invention, but was 
only an assignment of a right to income. 
Therefore, the royalties are taxable to 
him as ordinary income, not capital 


gain. Claus, TCM 1958-64. 


DEDUCTIBILITY 


Payments to settle trust litigation not 
deductible by corporation. Taxpayer's 
sole stockholder left his shares in trust 
for his four children. The children sued 
the trustees, who were also a majority 


of the directors of taxpayer, to require 
the payment of substantially all of tax- 
payer's income to them, not merely the 
amounts declared as dividends. They 
also questioned the application by the 
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trustees of certain other trust income. 


The 
against the beneficiaries, and they ap- 


decision of the lower court was 
pealed. To settle the litigation, taxpayer 
paid $100,000, to be distributed $25,000 
to each beneficiary. Taxpayer contended 
there purpose in the 


was a corporate 


settlement payment, since a_ reversal 
might require payment of the entire 
surplus, leaving inadequate reserves and 
working capital. But the district court 
found the corporation's interest was too 
remote and disallowed the deduction as 
an ordinary and necessary business ex- 
affirms on the lower 


pense. This court 


court’s opinion. E. W. Edwards & Sons, 


CA-2, 4/29/58. 


Attorney's fees for recovering of capital 


gain are fully deductible. Taxpayer 


owned a building which one of her 
tenants negligently burned down. The 
that 
$53,000 


tenant the $19,000 legal fee she paid 


court holds she need not deduct 


from the recovery from the 
the attorney who secured the recovery; 
she can report the $53,000 as capital gain 
and deduct the $19,000 from ordinary 
income. The court noted that this ques- 
tion has not been previously litigated 
and, while it is well settled that ex- 
penses of the sale of a capital asset 
(e.g., broker’s commissions) reduce the 
capital gain, those situations are not 
analogous. Here the court says this was 
an attempt to have the negligent tenant 
pay for damage to rented property and 
the fee should be allowed as an ordinary 
deduction. Pate, CA-10, 4/9/58. 
Deduction allowed for reimbursement to 
foreign agent for entertainment [Acqui- 
escence|. Taxpayer, an American travel 
agency, paid the manager of its Nor- 
wegian affiliate for expenses incurred 
in accommodating and entertaining the 
agency's clients. The Commissioner dis- 
allowed the deduction on the ground 
that the recipient was not taxpayer's 
employee and the payment was really 
to maintain the goodwill of the affiliate. 
The court found that the payments were 
for reimbursement, were ordinary and 
necessary expenses, and are deductible. 
Bennett’s Travel Bureau, Inc. 29 TC 
No. 38, acq. IRB 1958-17. 


Club membership, office relocation and 
lighting system are capital. Payment by 
the initiation fee in an 
athletic club for one of its officers is held 


a bank of 


to be a capital expenditure, having a 
useful life beyond the year of acquisi- 
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tion. Also, the costs of relocating the 
manager’s office and replacing a lobby 
lighting system are found to be more 
than ordinary repairs and, therefore, not 
currently deductible. Mercantile Nat'l 
Bank at Dallas, 30 TC No. 7. 


Ship’s chandlers’ commissions deductible. 
The Commissioner has litigated the de- 
ductibility of the commissions that ship's 
chandlers customarily pay to the officers 
of the ships purchasing goods from them. 
that 
commissions were a bribe and to allow 


The Commissioner argued these 
them as a deduction would violate pub- 
lic policy. The chandlers argued that it 
is the world-wide custom to pay these 
commissions and they are paid with 
the knowledge of the ship owners. The 
Commissioner has now yielded and in 
this special ruling holds that these com- 
missions not in excess of 5% are ordin- 
ary and necessary business expenses. Sp 
Rul, 3/14/58. 


deduction; 
understatement of income adjusted. On 


Gambler allowed business 
authority of the Supreme Court's recent 
decision in the Sullivan case, rents paid 
by a 


partnership for occupancy of 


premises used in .conducting illegal 
gambling operations are held deductible 
as ordinary and necessary business ex- 
The 


adjusting the income of 


Commissioner's action in 
the partner- 


ship from its bookmaking operations by 


penses. 


refusing to recognize a portion of the 
purported pay-out is modified by the 
court under the Cohan principle. The 
court also holds that assessments against 
the partners are not 1948 
1949, since for 1948 a waiver form 
872 was filed and for 1949 over 25% of 
the amount of gross income stated in 


barred for 
and 


the returns was omitted. Accardo, TCM 
1958-67. 


WHAT IS INCOME 


Neither owners nor beneficiaries have 
income on endowment proceeds held at 
interest. An insurance company request- 
ed advice whether it is required to file 
an information return reporting pay- 
matured endowment 


ments under a 


policy because, prior to maturity, it 
agreed with the owners to hold the ma- 
turity value of the policies at interest 
for irrevocable beneficiaries, the pro- 
ceeds to be paid to named beneficiaries 
at a fixed date in the future. Prior to 
that date no rights could be altered 


without the consent of both the bene- 





ficiaries and the owners of the policy. 
The IRS rules that neither the owners 
nor the beneficiaries of this policy have 
income from the interest on the policy. 
As to the beneficiaries, they had no right 
of current withdrawal; as to the owners, 
it was not their income since they could 
obtain it only with the beneficiaries’ 
consent. It follows that the insurance 
company does not have to file a form 
1099 for either the owners or the bene- 
ficiaries of these policies. Sp Rul. 4/19 
58. 


Expenses disallowed employer not in- 
come to employee. Vaxpayer an em- 
ployee of a ship’s chandler, drew checks 
to his order, cashed them and paid the 
proceeds to the officers of the ships do- 
ing business with his employer. These 
tips to officers were customary in the 
trade. The Commissioner disallowed tax- 
payer’s employer all deductions for tips 
that exceeded 5% of sales and now 
seeks to tax the excess to taxpayer as in- 
The that 
received no income. If he paid over the 


come. court holds taxpayer 
proceeds of the checks as tips to the 
ships’ officers, then he had no income. 
If he embezzled the money, he had no 
taxable income under the Wilcox doc- 


trine. Mavroleon, DC, N. Y., 4/16/58. 


Cancellation of debt by merchandise 


creditors not gratuitous [Certiorari 
denied}. Creditors of taxpayer, a coal 
and oil dealer, agreed to accept pay- 
$26,000 in full settlement of 
their accounts in the amount of $96,000. 
After 
was solvent in 
The 
tained the best settlement possible; there 


ment of 


the debt cancellation, taxpayer 


$28.000. 
held the creditors ob- 


the amount of 
Tax Court 


was no intent to make a gift. Ordinary 


income was therefore realized to the 


extent of the debtor’s solvency after the 
cancellation. The tax benefit rule 
held 


absence of any relationship between the 


was 


not applicable because of the 


cancellation and losses incurred in the 
purchase and sale of coal and oil in a 
prior year. The Second Circuit affirmed. 
Capitol Coal Corp., cert den., Sp. Ct., 


4/28/58. 


No 
corporation erects buildings on her land 
[Non-acquiescence|. Taxpayer was a prin- 


income to stockholder-lessor when 


cipal stockholder and chief financial 
backer of a machinery manufacturing 
had 
adjacent to its buildings. She bought 


that land from third parties for $8,000 


company which used some land 











and leased it in 1946 to the corporation 
for six years. The corporation erected 
buildings at a cost of $21,000. Under the 
lease, the buildings would revert to her 
at the end of six years and the corpo- 
ration would pay taxes and maintenance 
but no other “rent.” The Commissioner 


computed the value as of 1946 of the re- | 


version of the buildings after six years 
$15,000 and 


come to her. In the alternative, he also 


as about treated it as in- 
claimed that the value of the buildings 
in 1952 ($18,000) was income then. The 
lax Court held she realized income in 
neither year because the parties never 
intended the reversion of the buildings 
to be rent. The court reviewed cases on 
lessor’s income from lease improvements 
and concluded that, under the Code, the 
improvements are income only if the 
parties intend them to be rent. It ac- 
cepted the taxpayer's testimony that the 
buildings would be useful to no other 
company and that she would have re- 
quired their removal had she been deal- 
ing with a stranger. Under these cir- 
cumstances, there was no intent to pay 
the improvements. 
Cunningham, 28 TC 670, non-acq. IRB 


1958-17. 


rent in form of 


Perpetual care trusts not income to 
That 


price of burial lots or crypts which a 


cemetery. part of the purchase 
non-exempt cemetery corporation is re- 
quired to set aside in an_ irrevocable 
trust for perpetual care and maintenance 
of the cemetery, burial lots and mauso- 
income. Rev. Rul. 


leum crypts is 


98-190. 


not 


Notes, taken on sale, valued at face. 
Taxpayer corporation sold its assets for 
distributed to 
The 


stockholder in a subsequent tax year 


cash and notes which it 


ts stockholders in liquidation. 


suffered a loss on the notes. The court 
determines the gain of the corporation 
on its sale by valuing the notes at face 
in the absence of proof of lower value. 
Few facts are given, but it appears that 
the stockholder suffered a loss on these 
notes in the year following liquidation. 
Donohue, DC Calif., 4/3/58. 


No income on void stock transfer. Tax- 
payer was a relative of the president and 
sole stockholder of record of the corpo- 
ration that employed him. He and the 
that 
owners. In 1946 a 


president had an understanding 


they were each 50% 
stock certificate for the 50% was issued 
to him and the Commissioner taxed its 


as additional 
However, the was 
either beyond the corporate powers or 
violated the state’s uniform stock trans- 
fer act. Thus, the court holds taxpayer 


value to him compensa- 


tion. transaction 


received no interest in the corporation. 


Ellis, DC Ala., 4/11/58. 


Stock in employer is income to employee. 
Taxpayer, who had considerable exper- 
ience in the butter and egg business, was 
induced to leave his job paying $175 
per week and take over the management 
of a new corporation at a salary of $125 
per week. He was also to receive, as part 
the new 
business. Although he was not required 


of the same deal, a share in 
to put up any cash, he received one-fifth 
of the stock, valued at 
$8,000. The court finds the stock was not 


outstanding 


a gift because there was no intent to 
make one. It is taxable compensation 
for services. Baltimore, TCM 1958-78. 


DEPRECIATION 


Double-time operation doesn’t justify 
double depreciation; must show reduced 
life. A corporate taxpayer engaged in the 
manufacture and sale of agricultural 
sprayers and velocipedes was denied, by 
the Tax Court, double the straight-line 
rate on depreciation of its equipment 
when it went on double production 
shifts. The rate of depreciation was held 
not necessarily proportionate to the use 
to which the depreciable assets were 
being put in the absence of proof that 
increased usage reduced the machinery’s 
life. A 


chines as obsolete was also denied for 


useful write-off of certain ma- 
lack of proper evidence on the ques- 
tion of obsolescence. This court affirms. 


Bullock, CA-2, 4/7/58. 


Building depreciable over life, not lease- 
hold period. 


warehouse on ground leased from a rail- 


Taxpayer constructed a 


road for a period of five years. The lease 
provided that title to the improvements 
would not pass to the railroad at the 
expiration of the lease term and that 
any holding over by taxpayer would 
create a tenancy at will, terminable with- 
out notice. Because the railroad’s policy 
was to continue these leases so long as 
the buildings produced railroad business, 
the court finds taxpayer’s tenancy was 
to continue for an indefinite period of 
time. Accordingly, taxpayer could not 
depreciate the cost of the warehouse 
over the five-year lease term, but is re- 
quired to depreciate the cost over the 
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20-year life of the building. Kerr-Coch- 
ran, Inc., 30 TC No. 6. 


Heirs can’t depreciate lessee’s building 
on inherited land. Decedent had owned 
a plot of land leased for a long term 
on which the lessee had erected a com- 
mercial building. His heirs now claim 
that, even though decedent did not have 
a depreciable interest in the building, 
they have the right to depreciate the new 
basis arising on decedent's death. The 
court holds that death did not change 
the character of the interest in the prop- 
erty from non-depreciable to depreci- 
able. Goelet, DC N. Y., 4/18/58. 


Inventory costs can include emergency 
amortization equal to depreciation. 
Many taxpayers determine the cost of 
inventory by including various purchas- 
ing, recording, warehousing costs, etc. A 
taxpayer who includes depreciation as 
part of inventory costs must also include 
that portion of amortization of em- 
ergency facilities equal to the deprecia- 
tion that would have been included had 
the facilities not been subject to amorti- 
zation. Amortization in excess of depre- 
ciation is a deduction from gross income. 
Rev. Rul. 58-181. 


Can't take increased depreciation in 
first years; straight line upheld. Having 
lost its argument that certain payments 
for equipment were deductible as rent, 
taxpayer protested that the straight line 
depreciation computed by the Commis- 
sioner did not make proper allowance 
for multi-shift use, night work, heavy 
terrain, inexperienced labor, etc. The 
Tax Court conceded that the equip- 
ment (trucks, tractors, bulldozers, etc., 
used in heavy construction) got hard 
usage during the years in question, but 
refused to accept taxpayer’s computa- 
tion. Taxpayer and the Commissioner 
had agreed on the useful life and salvage 
the 
spread the depreciation evenly over the 


value but, whereas Commissioner 
life, taxpayer wanted a larger portion 
the The 
this 
method. Taxpayer used straight line for 


allocated to first two years. 


court saw no_ justification for 
all its equipment, much of which was 
similar to that in issue here. Western 


Contracting Corp., TCM 1958-7. 


Commissioner’s use of zero basis for 
depreciation disapproved [Acquiescence}. 
Taxpayer acquired land and _ buildings 
by gift and thus had the basis of its 


donor who had acquired it in 1923. The 
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Commissioner determined that the prop- 
erty had a zero depreciation basis on the 
ground that the evidence of allocation 
of the donor’s basis between land and 
The 
admitting that 


building was_ insufficient. Tax 


Court, while evidence 
of allocation is flimsy, regarded this as 
not unusual in view of the lapse of time. 
It found the allocation proposed by tax- 
payer correct. Kaufman’s, Inc. 28 TC 


1179, acq. IRB 1958-17. 


OTHER DECISIONS 


Inventory costed from trade association 
average; taxpayer’s books did not show 
cost of opening inventory. The Tax 
Court approved the Commissioner's com- 
putation of taxpayer’s opening lumber 
inventory, based on average cost data 
prepared by the Southern Pine Associa- 
tion; none of this inventory had been 
on hand longer than five months. Tax- 
payer failed to prove his alleged higher 
costs. Nor did he substantiate costs of 
stocking lumber in his yard as part of 
inventory expense, rather than a deduc- 
tion taken in prior years. This court 
affirms. Broadhead, CA-5, 4/8/58. 

Bad debt denied even after petition filed 
under Bankruptcy Act. In 1947 taxpayer 
lent a related corporation $175,000 on 
y%, notes. On 8/18/49 the 
borrower filed a petition for reorganiza- 
tion under the Bankruptcy Act. This 
court affirms the 


long-term 5‘ 


Tax Court’s denial of 
a deduction for partial worthlessness of 
the notes for its fiscal year ended 8/31 

49 on the ground that the borrower's 
statements at that time did not show 
it to be insolvent. However, the business 
Situation so deteriorated during tax- 
payer's fiscal years ended 8/31/50 and 
8/31/51 that the taxpayer was held en- 
titled to ordinary-loss deductions for 
worthlessness of the notes in those years. 
Bullock, CA-2, 4/7/58. 

Installment method denied for gain 
on sale of building. In 1954 taxpayer 
sold an apartment building and a lot 
used as a parking lot for the building 
for a combined price of $165,000; $148,- 
500 for the building and $17,500 for the 
lot. Taxpayer reported the gain on the 
installment basis. At issue is the question 
whether there were two separate sales so 
that the 30%-down-payment rule must 
be applied separately. The court finds 
there were two sales. Taxpayer received, 
in 1954, a $40,000 down payment on the 
building. The next principal payment 
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on the building, due January 1, 1955, 
was made by a check dated December 
31, 1954, but received and deposited by 
taxpayer on 1954. The 
court holds that this payment was con- 


December 30, 


structively received during 1954. This 
brought the 1954 payments of principal 
on the building to $45,500, $1,000 more 
than the 30% statutory limit on pay- 
ments in the year of sale. Consequently 
gain on the building cannot be _ re- 
ported on the installment basis. The 
Commissioner did not contest the use of 
the installment method for reporting 
the gain on the sale of the lot. Spiel- 
berger, DC Calif., 4/2/58. 


Partnership bock credits establish gifts. 
laxpayers, husband and wife, attempted 
to make gifts of partnership interests of 


$6,000 each to their twelve grand- 
children for both 1949 and 1950 by 


debiting their own partnership capital 
accounts and crediting liability accounts 
for the grandchildren. The court holds 
these gifts were effective as of the date 
the entries were made. The amounts 
paid as interest on the grandchildren’s 
accounts accordingly reduced taxpayers’ 
shares of the partnership income. White, 
DC Tex., 4/18/58. 


Bargain purchase by corporation not 
income to its stockholders (Eaton-Daley) 
|Non-acquiescence|. This case sets forth 
in detail the financial history of the 
famous Canadian mine “Steep Rock” 
whose general development required the 
diversion of a river! Cyrus Eaton and 
William Daley, both employees of Otis 
& Co., the U 
were the spark plugs in the whole de- 


. S. investment banking firm, 


velopment. Their financial interest was 
their ownership of a corporation, created 
to act as sales agent for Steep Rock, and 
as part of the arrangement it bought a 
substantial block of Steep Rock stock 
at one cent a share. The Commissioner 
asserted that this was a bargain pur- 
chase, that the stock was really worth 
$1.67 a share and the difference, about 
$2,400,000, was income of the 
individuals Eaton and Daley, or the 


either 


income of the corporation which was 
subject to U. S. tax because it did busi- 
ness in the U. S. The taxes assessed for 
this and income in other years amounted 
to over $2,500,000 on the corporation 
(plus some $500,000 penalties). On the 
individuals the tax amounted to about 
$500,000. The court found that in all 
their dealing and negotiations the in- 
dividuals acted 


solely as agents and 


representatives of the corporation and 
not personally or in their capacity as 
individuals. Eaton and Daley were both, 
the court highly 
Undoubtedly 
consideration to taxes and should not be 
penalized for electing the legal proce- 
dure that carries the least tax liability. 
They were therefore not liable for any 
income arising from the bargain pur- 


noted, experienced 


businessmen. they gave 


chase. Consolidated Premium Iron Ores, 
Lid., 28 TC 127, non-acq. IRB 1958-17. 


Exchange of oil payment for ranch 
taxable. The Code provides that the ex- 
change of property held for productive 
use or investment solely for property 
of a like kind is not taxable. Taxpayer 
exchanged limited 
riding royalties of oil payment interests 


his right to over- 
for the fee simple title to real estate. 
The Tax Court said the nature of the 
rights given up (overriding royalties) 
was not “like” the nature of the rights 
acquired (fee simple title) because the 
limited mineral interest expired when a 


fixed sum was realized from it. The 
Fifth Circuit reversed on the ground 
that, under local law, both were in- 


terests in land. The Supreme Court re- 
verses the Fifth Circuit and holds the 
exchange taxable, adopting the reason- 
ing of the Tax Court. [See comment 
page 27.—Ed.| Fleming, Sp. Ct., 4/14 
58. 


Auto dealer’s sales proceeds withheld by 
finance company not income. Taxpayer 
was an accrual-basis auto dealer, who 
financed his installment sales through 
GMAC. This Court, following Johnson, 
233 F.2d 552, CA-4, a case in its circuit, 
holds that the dealer needn't include in 
his income the proceeds of his sales of 
cars retained by GMAC in the dealers’ 
reserve account, and against which 
GMAC has the right to charge defaults 
by the dealer's customers. Marine Chev- 


rolet Co., Inc., DC NC, 4/18/58. 


Cash-basis farmer upheld on deferring 
of payment for current year’s sales. Tax- 
payer, a cash-basis farmer, regularly con- 
tracted to sell his wheat to a grain eleva- 
tor who was storing it, payment to be 
made the following January. The IRS 
rules that the payment is income at the 
time of receipt. The constructive re- 
ceipt doctrine is not to be applied here 
because there bona fide arm’s 
length transaction and the taxpayer had 
no legal right to payment until made. 
Rev. Rul. 58-162. 


was a 
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The Lake cases: their outcome leaves 


scope for the wise tax planner 


by STANLEY C. SIMON 


The Supreme Court decision in the Lake case ends a 12-year battle by the Treasury 


Department to close what it considered a loophole in the oil taxation structure. 


Mr. Simon analyzes the decision, the general subject of oil payments and the his- 


tory of the controversy, with timely suggestions to guide the practitioner in the 
L §5 & 


light of its outcome. 


| gg FROM THE SALE of a carved- 
out oil payment constitute ordinary 
income, subject to depletion, according 
to the Supreme Court opinion in the 
Lake! cases. This apparently is the last 
round in a 12-year fight in which the 
Treasury sought to collect ordinary in- 
come taxes. To see exactly what the 
Supreme Court held, and what are the 
effects of the decision, it is desirable to 
define the three general categories of oil 
payments and to summarize the history 
of the controversy. 

Oil payments fall into three classes: 
carved-out oil payments, reserved oil 
payments and combination oil payments 
(partly carved-out and partly reserved). 
These categories may best be illustrated 
by an example of each type. 

Carved-out oil payment: When the 
owner of an economic interest in oil 
property assigns an oil payment right 
from such property, he has “carved out” 
an oil payment; e.g., when the owner of 
a working interest sells an oil payment 
of a specific amount payable out of a 
specified portion of the oil and gas to be 
produced from said working interest. 

Reserved oil payment: When the own- 
er of an economic interest retains an oil 
payment upon the sale or other transfer 
of his interest, he has created a reserved 
oil payment; e.g., when the owner of a 
working interest sells his property for 
$100,000 payable $10,000 in cash and 
$90,000 out of 80% of the first oil to be 
produced from such property. The con- 
sideration of $90,000 payable out of fu- 


ture production represents a “reserved 


oil payment.” Stated another way, the 
vendor is considered as never having 
sold that portion of the oil in place 
necessary to satisfy the oil payment. 
Combination oil payment: Sometimes 
a property is assigned in exchange for 
a cash payment plus an oil payment 
payable from a larger property than the 
one assigned. Assume two adjoining 
leases owned by different operators, and 
one of the operators purchases the other 
lease for cash and an oil payment pay- 
able out of both leases. Although part 
of the oil necessary to satisfy the oil pay- 
ment will be produced from the prop- 
erty assigned, 


the Treasury probably 


would not consider this to be in any 
part a reserved oil payment. There are 
no rulings on this point, but in one of 
the few decided cases the Tax Court in- 
that, 


reserved out of a greater property than 


dicated when an oil payment is 
the interest assigned, no recognition will 
be given to the fact that there is to some 
extent a reservation of oil.? 

An oil payment is real property, and 
until 1946 the Treasury agreed that an 
oil payment, whether retained or carved- 
out, was a capital asset. During World 
War II operators began selling estimated 
production in the form of short-term oil 
payments and reporting the proceeds as 
capital gain. In order to protect the rev- 
enues. and to stop this practice, GCM 
248493 was issued. This ruling held that 
the proceeds (not pledged for develop- 
ment) from a short-lived oil payment 
carved out of any depletable interest (in- 
cluding a larger oil payment) constitute 
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ordinary income, subject to depletion. 

In 1950, IT 40034 held that there is 
no difference between short-lived and 
long-lived oil payments; i.e., if the oil 
payment extends over a period less than 
the life of the property from which it is 
carved, the assignment is equivalent to 
an anticipation of income. The Treasury 
also contended that, if the assignment 
was donative, the income from the oil 
payment would be taxable to the donor 
as it arose. 

I'T 4003 expressly excepted the assign- 
ment of an oil payment which consti- 
tutes the assignor’s entire depletable in- 
terest in the property or a fraction ex- 
tending for the entire life thereof. Even 
under the Treasury's position capital 
gain resulted from the sale of a retained 
oil payment, of a vertically cut oil pay- 
ment, i.e., one which paid out simultan- 
eously with the retained fraction, and 
of the “tail end” fraction of a horizon- 
tally cut oil payment, i.e., one which 
paid out after the retained portion. 
Thus, the A-B-C transaction was pos- 
sible. 

The above Treasury rulings were con- 
trary to a number of earlier cases,5 and 
they generally rejected by the 
Courts.6 In only two cases was capital 
gains treatment denied. One involved a 
transaction which might be said collo- 
quially to have “flunked the olfactory 
test.”7 The other held that the sale of a 
carved-out oil payment was equivalent 
to mortgaging real estate, so that the oil 
runs were taxable to the assignor as they 


were 


were sold.§ (Fortunately, in the author’s 
opinion, this position was rejected by 
both sides in the Lake, et al. cases and 
the Supreme Court decision did not 
even mention it.) 

Because of the public importance of 
the involved, the Supreme 
Court granted certiorari® in the Lake, 
Fleming, Weed, Wrather and O’Connor 
cases. AS many tax men anticipated (or 


question 


'P. G. Lake, Inc., et al., Sup. Ct., April 14, 1958. 
® Burke, 5 TC 1167. 

% 1946-1 CB 66. See also IT 3895, 1948-1 CB 39. 
* 1950-1 CB 10. 

5 Nail, 27 BTA 33 (A. XII-1 CB 9; A. withdrawn, 
N.A. 1949-1 CB 6); Ortiz Oil Co., 37 BTA 656, 
aff’d. 102 F.2d 508, cert. denied 308 US 566; Ma- 
jestic Oil Corp., 42 BTA 659. 

® Nordan, 22 TC 1132, N.A. 1955-2 CB 11, Gov’t. 
Appeal dismissed; Caldwell, 218 F.2d 567; Cow- 
den, 14 TCM 475, Gov't. Appeal dismissed; P. G. 
Lake, Inc., 241 F.2d 71; O’Connor, 241 F.2d 65; 
Fleming, 241 F.2d 78; Wrather, 241 F. 2d 84; 
Witherspoon, DC, N.D., Texas, January 30, 1957; 
Weed, 241 F.2d 69 (sulphur payment). 

7 Hawn, 231 F.2d 340. 

§ Slagter, 238 F.2d 901. 

* 353 US 982. 

10 1939 Code Section 112(b) (1), 1954 Code Sec- 
tion 1031. 

1 1954 Code Section 613(a). 

12 1954 Code Section 613(b) (1). 

13 1954 Code Section 170(b). 

14 1954 Code Section 213. 

1% GCM 22730, 1944 CB 214. 
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feared) the Court agreed with the Treas- 
ury, reversed the court of appeals and 
held that the proceeds from carved-out 
oil (and sulphur) payments constitute 
ordinary income, subject to depletion. 
In the Fleming case, the Court also held 
that a carved-out oil payment does not 
qualify under the provision! permitting 
the tax-free exchange of property held 
for production use or investment for 
property of like kind to be so held, be- 
cause its effect under the tax laws is a 
transfer of future income and because 
oil payment assignments are not con- 
versions of capital investments still un- 
liquidated. 


Other capital-gain transactions 


It is important to note that, in the 
Lake, et al. cases, the Government at- 
tacked only carved-out oil payments and 
the Supreme Court cited the Treasury 
rulings mentioned above. Thus, capital 
gain still will result from the sale of a 
retained oil payment or a vertically cut 
or “tail end” portion thereof, and the 
A-B-C deal will continue to be the most 
advantageous method (from a tax stand- 
point) of buying oil properties in most 
situations. (See 6 JT AX 312.) 

Even though the proceeds from a 
carved-out oil payment are treated as or- 
dinary income, subject to depletion, it 
still may be advantageous to sell such 


oil payments under certain circum- 
stances. When the development and/or 
lifting costs on a property are heavy, so 
that percentage depletion is limited to 
50%, of taxable income from the prop- 
erty,!! instead of 2714% of gross in- 


come,!? the sale of an oil payment will 
raise the ceiling on the depletion deduc- 
tion and prevent depletion from being 
wasted, with the result that the proceeds 
from the sale will be taxed at favorable 
rates. This may be illustrated by the fol- 
lowing example: 

Assume that the gross income from a 
property is $50,000, the lifting costs are 
$27,000, and the taxpayer is in the 65% 
bracket. If nothing is done, the tax on 
this income will be $7,475; but if a $10,- 
000 oil payment is sold, the tax will be 
increased only $3,250, as computed in 
table. This results in an effective tax rate 
on the oil payment of only 3214%. 

Similarly a taxpayer who has made 
charitable contributions in excess of the 
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maximum deductible! may increase his 
adjusted gross income, and thus the per- 
centage limitation on contributions, by 
selling an oil payment. This may de- 
crease the medical expense deduction! 
slightly, but the “floor” percentages are 


only 1% and 3% 


o» as compared to a max- 


imum “ceiling” of 30% in the case of the 
contributions deduction. 

noted that the 
mentioned 


It also should be 


Treasury rulings above, 
which the Supreme Court cited, specifi- 
cally excepted oil payments pledged for 
development. Such transactions are 
viewed as sharing arrangements, not tax- 
able events.15 

Thus, where an operator assigns an 
oil payment to a contractor in exchange 
for drilling a well, or to a supply house 
in exchange for equipping it, no gain or 
loss is recognized. The contractor's or 
supply house’s costs are not deductible; 
they become the basis of the oil pay- 
ment. Similarly, when an operator sells 
an oil payment and agrees to use the 
proceeds to develop the property from 
which the oil payment is carved, he has 


no taxable income, except to the extent 





No income on bank transfer of pre-tax 
bad debt reserve to surplus. Taxpayer 
savings and loan association transferred 
part of its bad debt reserve to surplus. 
Che excess bad debt reserve arose in the 
period before savings and loan associa- 
tions were subject to income tax (pre- 
1952). The IRS rules that the excess re- 
serve accumulated before 1952 is in fact 
surplus and the transfer does not result 
in income to taxpayer. Rev. Rul. 58-126. 


No percentage depletion for contract 
strip miner. Taxpayer had been a road 
builder, but did some coal stripping. 
For the years under review it was re- 
moving overburden and strip mining 
coal under oral contracts with a coal 
company. Because it hoped to get back 
into road building, the contract was 
cancellable by either party on 10 days’ 
notice. The quantity and quality of coal 
mined was controlled by the coal com- 
pany and taxpayer was paid a price per 
ton which would vary with labor cost. 
The district court held that taxpayer 
did not have a sufficient interest in the 
coal in place to be entitled to percent- 
age depletion because of the possibility 
of termination on short notice, because 
the price per ton was fixed without re- 





that the proceeds exceed the amount he 
expends. The operator, of course, gets 
no deduction for intangible drilling and 
development costs or depreciation of 
equipment, because he has spent 
nothing. 

In conclusion, it may be observed that 
the Supreme Court has closed what the 
Treasury considered to be a loophole, 
but that it has left ample room for legi- 


timate tax planning. 





Oil runs $50,000 $50,000 
Sale of oil payment 10,000 
Gross income from 

property 50,000 60,000 
Lifting costs 27,000 27,000 
Taxable income be- 

fore depletion 23,000 33,000 
Depletion: 

Limited to 50% of 

$23,000 11,500 

271% of $60,000 16,500 
Taxable income 11,500 16,500 
Tax rate 65% 65% 
Tax $ 7,475 $10,725 











gard to market price and because the 
coal remained the property of the coal 
company. This court, conceding the diffi- 
culty of reconciling the cases involving 
depletion for strip miners, affirms. Par- 
sons, CA-3, 3/27/58. 
Strip miner’s interest not subject to 
depletion. ‘Yaxpayer partnership con- 
tracted to strip mine coal for a coal 
company. The contract was terminable 
at will, and all coal was to be delivered 
to the company with no provision for 
sale to an outsider if the company re- 
fused the coal. The court finds the ar- 
rangement did not give the partnership 
an economic interest in the coal in place 
so as to entitle it to a deduction for per- 
centage depletion. Fink, 29 TC No. 
118. 


Unitization agreement not an exchange; 
does not effect a new depletable unit 
[Non-acquiescence|. Taxpayer, which 
held two separately depletable oil pro- 
ducing properties, claimed percentage 
depletion on one and cost depletion on 
the other. It entered into a unitization 
with 


agreement five other companies 


providing for the consolidation of all 
their producing properties under cen- 
5 

















tralized production management. Each 
company was to receive its respective 
share of oil from the whole pool. The 
court overruled the Commissioner's con- 
tention that the unitization agreement 
constituted a taxfree exchange by tax- 
payer of its rights in the two properties 
for a new and separable depletable eco- 
nomic unit, and it held each participant 
had exactly the same interests and rights 
in its respective properties after unitiza- 
tion as before. Taxpayer is therefore 
permitted to continue to claim percent- 
that part of the 
unitized oil production attributable to 


age depletion on 
the first property, and cost depletion on 
the part attributable to the second. Bel- 
ridge Oil Co., 27 TC 1044, non-acq. IRB 
1958-17. 


Bank had loss on loans despite “sale” in 
salvage attempt. The correct amount of 
taxpayer bank’s 1933 bad debt losses is 
at issue here because 1933 losses-are part 
of the 20-year average used to compute 
debt reserve for 

$350,000 of 
Atlanta 


its bad 1954. During 
1933 it sold outstanding 
face value. 


loans to banks at 


The 


worthless at 


finds that these loans 


the 


jury were 


time of 


sales and the 
purchase price was a contribution to tax- 
payer to prevent it from failing. Thus 
taxpayer bank is entitled to a $350,000 
debts 


the bad 


despite their “sale” at face value. Liberty 


bad debt deduction for 
National Bank and Trust Company of 


Savannah, DC Ga., 3/10/58. 


Vine operator entitled to depletion. 
Taxpayer was given, the court finds, the 
exclusive right to mine coal to exhaus- 
tion in return for payments which varied 
in accordance with the market price of 
The 
interest in 


the coal. court holds he has an 


economic the coal so as to 
entitle him to a depletion allowance. 
laxpayer owned substantial equipment 
and hired a large number of workers. 


Clifton, TCM 1958-65. 


Logger had economic interest in timber; 
gain is capital [Acquiescence|. A timber 
company entered into a contract with 
a logging company granting the latter 
the right to enter upon certain lands and 


sell 


[he contract was assigned to a member 


log, remove, and salable timber. 
of taxpayer's partnership who was acting 
as Managing partner. The court found 
that the partnership was in practical 
effect the assignee of the contract and 
had not only the right to cut the timber 


covered by the contract but also the 


right to sell.on its own account. Each 
partner therefore is entitled to report 
gains on the sale of timber as capital 
gains as provided by Section 117(k) (1) 
of the 1939 Code (Section 631 of the 
1954 Code). Pinkerton, 28 TC 910, acq. 
IRB 1958-17. 


Gypsum is stone. The trial court held 


that gypsum is stone entitled to 5% 
the 1939 


Code. It based its finding on the com- 


percentage depletion under 


mon This 


court affirms, finding substantial support 


understanding of “stone.” 


for the lower court’s holding. The Code 


did not intend a limited or narrow use 


of the term. [The 1954 Code allows 15% 
for dimension stone and ornamental 
and 5%, for other stone.—Ed.] 


U. S. Gypsum Co., CA-7, 4/10/58. 


stone 


Percentage depletion of limestone mine 


determined. Taxpayer is engaged in 


mining limestone into 


Portland cement. The court determines 


for processing 


that taxpayer’s limestone is not of a 


New decisions on 
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chemical grade qualifying for 15%, but 
ordinary entitled to 10% 
percentage depletion. Further, it de- 
termines that the portion of the sales 
price of the bulk limestone attributable 
to bagging, trucking, storage, etc. is not 


limestone 


income from ordinary treatment proc- 
esses and hence not depletable. These 
costs are also to be eliminated from ex- 
penses in computing net mining income 


to which the 50% limitation on_per- 
centage depletion allowance applies. 
Monolith Portland Cement Co., DC 


Calif., 4/14/58. 


Treasury proposes new tax formula for 
insurance companies. The Treasury 
wrote Senator Byrd that it favors an 
end to the stopgap method of taxing life 
insurance companies. It proposes a 
formula for computing income which it 
says would tax investment income, mor- 
tality profit and excess of “loading” over 
actual expenses, but would allow for re- 
serves to protect policyholders. TDRA- 
213, 4/11/58. 


exempt institutions 





Charitable foundation’s subsidiary sep- 
arate entity; no unrelated business in- 
come. Taxpayer charitable foundation 
formed a subsidiary and transferred to 
it the foundation's and oil 


gas prop- 


erties subject to mortgages and over- 
riding royalties in favor of the founda- 
tion. The subsidiary kept separate books, 
bank 


employees. 


records and accounts and had its 


own Many of the same 
people were on the board of directors of 
both the foundation and the subsidiary. 
the 


foundation for 1951-1955 on the theory 


The Commissioner asserted tax on 
that the subsidiary’s income was its in- 


come and was unrelated business in- 


come. The court holds the income was 
that of the subsidiary. No opinion is 
published. Amon G. Carte) Foundation, 


DC Tex., 1/31/58. 


Contributions by public to municipal 
pension funds are deductible. Contribu- 
tions made by third parties to pension 
funds established under a state law for 
the benefit of municipal employees are 
the donors as charitable 
contributions. Rev. Rul. 58-154. 


deductible by 


Trust fund for perpetual care of family 
grave not a charity deduction. The IRS 
rules that funds received by a cemetery 


company for the perpetual care of an 


individual lot or mausoleum crypt con- 


stitute a trust subject to income tax. 
The income of the trust being used for 
the maintenance of a particular crypt 
or burial lot is not being used exclusively 
for charitable the 


is not allowed a charitable deduc- 


purposes; therefore, 
trust 
tion in computing its income. Rev. Rul. 
58-190. 

Deduction for remainder in trust; it 
goes to charity. The IRS explains that 
it interprets the words of the Code 
allowing a deduction for amounts given 
“for the use of” charity as including 
gifts in trust for that purpose. Conse- 
quently, if a taxpayer creates a trust in 
favor of a life beneficiary with the re- 
mainder interest to a charity, the present 
is con- 


value of the remainder interest 


sidered ‘for the use of” the charity and 
deductible as a charitable contribution. 
Rev. Rul. 57-562. 

Organization to provide perpetual care 
in non-profit cemetery. exempt. An 
organization formed’ to receive funds 
irrevocably dedicated to the perpetual 
care of a non-profit cemetery as a whole, 
none of the net earnings of which inures 
to the benefit of any private stockholder 
or individual, may qualify for exemp- 
tion. Revs Rul. 58-190. 
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THE TAXATION OF INDIVIDUALS 


: Personal tax problems 





How the tax-wise investor buys 


real estate today 


by JACKSON L. BOUGHNER 


A great deal has been written on the tax problems of the seller of investment real 


estate. The problems of the buyer have been largely neglected, however, because it 


is assumed that he simply puts up his money and that his tax problems do not 


arise until he has operated the property for a period of time and then assumes 


the role of seller. However, it is the purpose of this paper to discuss his problems. 


In this paper, recently presented at the annual meeting of the Illinois State Bar 


Association, Mr. 


Boughner has thoroughly analyzed the interrelation of taxes, 


interest, mortgage amortization, etc. as they affect the buyer. 


a PURCHASE OF rental-producing real 
estate which is held as an investment 
involves its own peculiar set of problems. 
The 


from the 


buyer has two sources of income 


property: the rental during 
the period of his ownership and the sell- 
ing price when he finally comes to sell 
it. His concern is, of course, to get the 
maximum amount after taxes. 

Most purchases of rental real estate 
times the net 
property. 
By net operating income we mean the 


are made for about ten 


operating income from the 
profit before deducting income taxes, de- 
preciation and mortgage payments. Some 
properties which are favorably located 
and have an rental from a 
highly solvent and reputable tenant will 


command more than ten times the net 


excellent 


operating income. On the other hand, 
some properties in a bad location or 
badly run down may sell for less than 
ten times the net operating income. We 
will consider here that we are dealing 
with an ordinary piece of property. 
Let us zssume that this property sells 
for $300,000, based on a net operating 
income of $30,000 a year. If the buyer 
holds this property for 10 years, he can 
expect to receive $300,000 as rent during 
that period. At the end of that time, 
if he is lucky, and if inflation continues, 
he may very well be able to sell at the 
same price that he paid for the property. 
Since he had no depreciation, his net 
over that period will, therefore, come 


out to $300,000 before income tax. Ob- 
viously, the best arrangement that he 
could make taxwise would be to have all 
of this taxed at capital gains rates. Such 
of it as must be taxed at ordinary rates 
like the 
bracket. If he could depreciate the entire 


he would taxed in lowest 
purchase price over the 10 years in- 


volved, he would pay no tax on the 
would receive the 
selling price at the end of that time as 
capital gain. The more depreciation 


claimed during the life of the property, 


rental income and 


the more income that will be taxed at 
capital gains rates and the less as ordin- 
ary income. 


Personal v. corporate owner 


In this connection it should be pointed 
out that, if you acquire a piece of prop- 
erty for $300,000 and transfer it to a 
corporation in return for all of the stock 
of the corporation, that stock continues 
to have a basis in your hands of $300,- 
000 regardless of the fact that the corpo- 
ration itself’ is depreciating the prop- 
erty. Even though the property may be 
depreciated down to zero on the books 
of the corporation, whenever you come 
to sell your stock, you will have a basis 
of $300,000 and only the amount re- 
ceived in excess thereof will be taxable. 
On the other hand, if you own the prop- 
erty in your own name, the depreciation 
which you are deducting from the rent 
each year is reducing the basis and 





thereby increasing ultimate capital gain. 

An important factor to be considered 
is the amount of the investment in the 
property. If you can mortgage the prop- 
erty for a substantial part of cost and 
pay a low interest rate, the return from 
the cash actually invested will be sub- 
itantially increased. As an extreme ex- 
ample, if you can borrow the entire 
$300,000 at a 5% interest rate, you would 
net $150,000 over a 10-year period on an 
investment of zero. 

There are three items which the buyer 
must take consideration in de- 
termining what his net income after 


into 


taxes will be from a certain piece of 
property. The first element is the size 
of the mortgage; that will affect the net 
return he will receive on the invest- 
ment he makes. The second factor is the 
amount of depreciation; that will affect 
the amount of his income which is taxed 
at capital gains rates and the amount 
which is taxed at ordinary rates. Finally, 
the investor’s tax bracket is of great 
importance. These three items are 
closely interrelated. You may get a high 
mortgage to increase the rate of return 
on your investment, but not have enough 
income from the property to pay the 
principal. You might have a substantial 
amount of depreciation which is going 
to waste because it brings you into a low 
tax bracket. 


Mortgage and depreciation 

There are certain general principles 
that can be enunciated at the start. If 
your mortgage and depreciation are 
high, hold the title in the name of in- 
dividuals rather than a_ corporation. 
You do this in order to avoid the double 
tax upon dissolution of the corporation. 
The combination of these elements may 
be such as to produce an operating loss 
from the property which can be used 
against other income. 

On the other hand, if the amount of 
the mortgage is low and the depreciation 
is substantially low, it might be advis- 
able to put the property into a thinly 
capitalized corporation. In this way, the 
income will be subject to only the corpo- 
rate tax which may not exceed 30% 
and the available cash can be paid out 
to the stockholders on the indebtedness. 

These are just general rules and we 
will now go on to consider more specific 
situations. We shall try to avoid getting 
too much involved in arithmetic. How- 
ever, the buyer must make certain com- 
putations to see whether he can make 
money on the purchase. A 
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computation must be made for each de- 
preciation rate, potential purchase price 
and mortgage interest and principal re- 
payment amount. The procedure is to 
start with the net operating income and 
subtract the interest on the mortgage 
ind the depreciation to determine the 
taxable net income. You then compute 
the income tax and deduct it, together 
with the mortgage principal payments, 
idd back the depreciation, and you will 
have the cash available that year after 
income taxes and mortgage payments. 
It is probable that these figures will 
change each year, particularly if the in- 
terest is decreasing each year and if the 
declining balance or sum-of-the-year’s- 
digits depreciation method is being used. 
It is advisable to make the necessary 
computations for a period of five or ten 
years on each of the possible methods of 
holding and financing in order to de- 
termine which is the most profitable 
method of handling the property. 

Ihe first factor is the amount of the 
mortgage. As pointed out above, it 
affects the net return on the investment. 
On income property which produces 10%, 
of the additional 


cost dollar of 


mortgage at 5% increases the return on 


every 


the investment by a dollar. On the other 
hand, an increased mortgage means in- 
creased principal payments and, to that 
available. The 
the mortgage, of 
the smaller the principal pay- 
ments each year. Thus, on our $300,000 
property, a $100,000 mortgage payable 


extent, reduced cash 


longer the term of 


course, 


over 20 years may turn out to be pre- 
ferable in the long run to a $150,000 
mortgage payable over 10 years. 

he second factor, depreciation, is 
based on the cost of the property less 
that of the land. To allocate a lump-sum 
purchase price between the building and 
the land, use the local property tax as- 
sessment. Thus, if our $300,000 property 
is valued at $100,000 for real estate tax 
purposes, of which $90,000 is building, 
we would ascribe 90% of the purchase 
price to the building and 10% to the 


land. Regardless of the amount of the 
purchase price, this percentage would 
remain constant. 

Let us assume that we make a con- 
ventional purchase of this property, pay- 
ing $150,000 down and getting a first 
mortgage in the same amount at 5%. 
Out of our net operating income of 
$30,000, we will pay interest of $7,500, 
and our cash income before mortgage 
principal payments will be $22,500. As- 
suming a depreciation rate of 4%, com- 
puted on 90% of the cost, we will have 
depreciation of $10,800 a year and a tax- 
able income of only $11,700. 

Certain shrewd investors have an- 
the 
amount of the mortgage and the depre- 
that the 
important consideration is the 


return on the lowest investment. In cer- 


alyzed the relationship between 


ciation. They recognize most 
largest 
tain situations an increase in the sell- 
ing price can result in a greater return, 
provided it is accompanied by a decrease 
in the down payment. Let’s see how this 
works. We will make the purchase price 
$400,000, for which we give a $150,000 
5% first mortgage, a $200,000 2° 
mortgage, and $50,000 in cash. Our in- 


,, second 
terest cost goes up $4,000 and our depre- 
ciation goes up $3,600. We now have a 
cash return before mortgage principal 
payments of $18,500 and a taxable in- 
only $3,100. But, 
portant of all, we have reduced our in- 
property $150,- 
000 to $50,000. Our cash return before 
mortgage principal payments is $18,500 
on $50,000, or 37%, rather than $22,500 
on $150,000, or 15%. There should be 


no personal liability on either the first 


come of most im- 


vestment in the from 


or second mortgage. If we negotiate the 
transaction properly, we will keep the 
principal payments on the second mort- 
gage at a very low amount. Since the 
seller is getting $100,000 more than he 
anticipated, he will be willing to accept 
a low interest rate on the second mort- 
gage. This is important 
in order to keep the total payments at 


low interest 


a minimum. 


Raising the price pays 

You would be surprised at the number 
of purchases of real estate which are 
being consummated along these lines. 
The purchaser is perfectly willing to 
increase the selling price by double the 
amount of the decrease in his cash in- 
vestment. The sellers 


are naturally 


tempted at the prospect of receiving 
$100,000 more, even though it is over 
a longer period of time. For tax pur- 
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poses they generally report this second 
mortgage at approximately half its face 
value. The only risk in this type of 
transaction lies in increasing the pur- 
chase price to the point where it is un- 
likely that it ever will be paid in full. 
Under such circumstances the IRS takes 
the position that the transaction is in 
reality a lease, rather than a purchase. 


Depreciation methods 


We have several methods of deprecia- 


tion which can be used and which 
should be considered by the buyer of 
real estate. There is the straight-line 
method, under which an equal amount 
the esti- 
mated life of the property. In addition, 
the 200%, 


can 


is written off each year over 


there is declining-balance 


method, which be used on new 
property by the person who first puts it 
The the 


straight-line rate, but this rate is ap- 


to use. initial rate is twice 
plied to the declining basis of the prop- 
$300,000 
building is depreciated at a 4%, straight- 
line rate based on 90% 


erty each year. Thus, if our 


of cost, the an- 
$10,800. 
200%,-declining- balance 


nual depreciation would be 


Use of the 
method would mean that we start with a 
rate of 8% and in the first year apply 
it against full basis of $270,000, resulting 
in depreciation of $21,600 that year. The 
next year our 8% rate would be applied 
to $248,400, which is the $270,000 less 
the first year’s depreciation of $21,600. 
Depreciation that year would be $19,872. 
Each year thereafter we would continue 
to reduce the original cost by the de- 
preciation of prior years and apply this 
rate to the balance. The 150%-declining- 
balance method, which may be used on 
second hand property, works exactly the 
same, and thus, instead of using an 8% 
rate, we would be limited to a 6%, rate. 
After a certain point is reached on 
these declining-balance methods, it is ad- 

the 
will never recover 
either the 200%- or the 
150%-declining-balance methods. Many 


visable to shift to straight-line 


method, since you 


your cost on 


investors will take property in their in- 
dividual names and use the declining- 
balance the 
come gets too high. Then they will trans- 


method until taxable in- 
fer. the property to a thinly capitalized 
corporation which may or may not use 
the declining-balance method. During 
the period they hold the property in 
their own name they may even have a 
deductible loss because of the high de- 
preciation. 

The sum-of-the-year’s-digits is based 
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upon the sum of the digits representing 
the number of years of life. Thus, if the 
property had a five-year life, you would 
add the digits 1, 2, 3, 4 and 5 together, 
giving you 15. The first year you would 
deduct 5/15 of the cost, the next year 
4/15, and so on. If the life is 20 years, 
the sum of the digits is 210, and the 
first year you would deduct 20/210, or 
a little less than 10%. Although the de- 
duction in the first year or two under 
the sum-of-the-year’s-digits method is 
less than that under the 200%-declin- 
ing balance method, the deduction does 
not go down as rapidly as under the 
200% -declining-balance method. For this 
reason, if you have important property 
involved, it is sometimes advisable to 
compute the depreciation under both 
methods, in order to see which is most 
advantageous over the period you in- 
tend to hold it. 


Life of the property 

One of the most controversial features 
of depreciation is the determination of 
the reasonable life of the property. Ob- 
viously, no building will last a certain 
number of years and then disintegrate 
completely. Certain portions of the 
building will wear out in a short period 
of time, and others may last forever. 
Thus, the plumbing and heating system 
will probably need replacements, but 
the foundation will last long after the 
building is unusable. An accepted 
method of determining the depreciation 
on a building is to have an engineer 
break down the component parts of the 
building and ascribe to each component 
part a separate life. This is based on 
the replacement cost less observed de- 
preciation as of the date of the ap- 
praisal. He might say that the founda- 
tion of our $300,000 property has a cost 
of $30,000 and a life of 80 years, and the 
plumbing system a cost of $20,000 and a 
life of seven years. He will determine a 
rate for each individual element of the 
building, and this can be used instead 
of an over-all estimate of the life ot the 
entire building. Of course, at the end of 
seven years, for example, you could no 
longer write off any portion of the cost 
of the plumbing. 

A hotel is one of the most desirable 
investments because of the large frac- 
tion of the cost allocable to short-lived 
personal property. The purchaser of a 
hotel should immediately have the 
carpeting, furniture, fixtures and the 
entire -building appraised and the pur- 
chase price allocated among the various 
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elements. He can often write off the 
used carpeting, for example, over a 
three-year period and the used furniture 
over a five-year period. In this way he 
can realize a substantial tax deduction 
for depreciation in the early years of 
the building. 


Who can depreciate 

While we are on the subject of depre- 
ciation, it should be noted that depre- 
ciation can be taken only by the owner 
of the property. If you rent a vacant 
piece of land and construct a building 
on it, you may depreciate that building 
because you are the equitable owner of 
it and suffer an economic loss as it de- 
preciates. (Duffy v. Central R. Co. of 
New Jersey, 268 U.S. 55). However, if 
you rent the land and building from 
the owner, you have no right to de- 
preciate the building because it does 
not belong to you and because you have 
no money in it. (See Weiss v. Wiener, 
279 U.S. 333). If you pay him a lump 
sum at the time you go into possession, 
such lump sum is considered a_ lease 
bonus which must be written off over 
the term of the lease. (The Minneapolis 
Security Bldg. Corp., 38 BTA 1220). 

Let us assume you rented vacant prop- 
erty and constructed a building which 
you are depreciating. Then Jones buys 
your interest in the property when your 
99-year lease has 80 years to run. You 
would expect to receive from Jones an 
amount equivalent to your investment 
in the building and he would expect to 
pay you for it, and, indeed, there is an 
old case, Cogar v. Commissioner, 44 F.2d 
554, which holds that the purchaser of a 
long-term lease from the original lessee 
who put the building on it is entitled 
to depreciate that portion of his pur- 
chase price which represents the cost of 
the building. However, the IRS takes 
the position that whatever the purchaser 
pays is merely a lease bonus which must 
be written off over the term of the lease. 
There are cases in the Tax Court now 
awaiting trial in which this issue is 
present, and until it has finally been de- 
cided, no one can positively advise the 
purchaser of a leasehold that he is en- 
titled to depreciate any part of his pur- 
chase price over the life of the building. 
The only thing that is certain is that he 
can write off the purchase price over the 
remaining term of the lease. 

The final element involved is the tax 
rate of the investor. This, of course, de- 
pends on whether title is being held in 
a corporation or in the name of an in- 


dividual, a general partnership, a limited 
partnership, or a land trust. An im- 
portant element of the computation to 
determine how best to hold title in- 
volves the tax rates of the individual 
owners and of a corporation. We know 
that the corporate rate on the first $25,- 
000 is 30%. We also know that, if the 
earnings of a corporation are paid out as 
dividends to the shareholders, there will 
be an additional tax at the shareholders’ 
tax rate. It is obvious, therefore, that 
there is no advantage in taking title in a 
corporation if its earnings are to be paid 
out in the form of dividends. As a 
general rule, in order to avoid paying 
out the earnings as dividends, a corpora- 
tion formed to hold real estate will issue 
notes or bonds for a large portion of its 
initial capital. Payments on indebtedness 
are not taxable income. However, the 
Commissioner and the courts have taken 
the position that, if the indebtedness is 
in reality simply a substitute for capital 
stock, payments thereon will be taxed as 
dividends. This is the doctrine of thin 
capitalization which arose from a state- 
ment by the Supreme Court in John 
Kelley & Co. v. Commissioner, 326 U.S. 


521. 


Thin incorporation 


We know that, if the indebtedness of 
the corporation is held by the stock- 
holders in the same proportion that they 
hold their stock, there is a definite risk 
that any payments on the indebtedness 
will be taxed as dividends. For a while 
we felt that if the ratio of the indebted- 
ness to the stock was no more than 4 
to 1, we were safe. However, in Good- 
ing Amusement, Inc., 33 TC 408, aff'd. 
236 F.2d 169, the ratio was 1 to 1, and 
yet the indebtedness was held to be 
capital investment. We can no longer 
rely on a ratio. Another possibility is 
having some debt held by non-share- 
holders. We know that, if none of the 
funds are loaned by stockholders, the 
doctrine of thin capitalization cannot be 
applied. The question then is at what 
point between having the indebtedness 
owned proportionately by all the stock- 
holders and having none of it owned by 
the stockholders are we safe? If 40% 
of stockholders have none of the in- 
debtedness, you should be safe. Thus, 
if a corporation were formed for $50,000 
to own a particular piece of real estate 
and A took $20,000 of stock and lent 
nothing, and B took $30,000 of the stock 
and lent $50,000, the repayment of the 
$50,000 loan shouldn’t be classed as a 
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dividend to B. Quite a few real estate 
corporations have been set up on this 
basis recently. The promoter takes 40% 
of the stock for cash put up by him. The 
investors take the remaining 60% of 
the stock and lend the necessary funds 
to complete the purchase. The general 
feeling of most tax men is that this type 
of transaction is relatively safe from the 
thin capitalization attack, provided the 
stockholders involved are not related. 
However, we are faced with the prac- 
tical problem in most of these situations 
that an investor who puts up $10,000 
towards a $100,000 deal wants a straight 
10°% interest in the property. He is not 
willing to have his brother-in-law get 
1 higher equity for a lower investment. 
(here are two solutions to this problem. 
\ssume a group of four investors. On 
their first deal, A and B will take stock 
only, and C and D will take stock and 
This then 
trans- 


indebtedness. same group 


enters into another real estate 
action, and this time C and D will take 
stock alone, and A and B will take stock 
and bonds. The risk of this method of 
alternating between stock and bonds as 
each deal comes along is that the IRS 
may lump all of your holdings together 
und find that your proportionate in- 
terests in stock and bonds are the same. 
If you can show, however, that there is 
no definite relationship between these 
icquisitions and that there was a real 
business reason for the different invest- 
ments, you should not be plagued by the 
thin capitalization rule. 

rhe have the 
corporation borrow from a bank or from 


safest method is to 
outsiders all of the funds it needs over 
and above the capital stock investment. 
These borrowings will undoubtedly 
have to have the personal guarantee of 
the stockholders involved. There is no 
real difference between a_ personal 
guarantee of a $10,000 loan by a corpo- 
ration and the actual lending to the 
corporation of $10,000. In other words, 
the personal liability should make no 
alternative is 
actually to put the $10,000 at the risk 


difference because the 
of the corporation. 

The method of 
handling thin capitalization is that the 


advantage of this 


investor himself does not have to use 
his own funds to complete the trans- 
$20,000 stock 


investment and an $80,000 loan to the 


action. Let us assume a 
corporation. If the stockholders are go- 
ing to put in the entire $100,000, it may 
be necessary for them to sell other in- 
vestments to raise the additional $80,000. 


However, if their credit standing is suff- 
ciently good so that a bank will lend the 
corporation $80,000 on their signatures 
or on collateral, this 
avoided. This seems to be the safest way 
to avoid the thin capitalization method. 
However, 


their can be 


this 
method either way. Until some one tries 
it and succeeds in persuading the Tax 
Court that the rule of thin capitaliza- 


there are no cases on 


tion should not apply where the money 
is lent by an outsider upon the stock- 
holder’s guarantee, we cannot give 100% 
assurance that it will work. 

As pointed out above, if there is a 
large depreciation deduction, you will 
normally not wish a corporation to hold 
title. You would prefer to receive all of 
the cash directly and pay tax on the net 
taxable amount. Under 
stances, there are four common methods 
of holding title. We may use a land 
trust, a general partnership, or a limited 
partnership, or we may have one man 


such circum- 


take title in his own name. Taxwise, the 
results of all of these four methods are 
the same; the income will be taxed on 
individual tax returns at whatever tax 
bracket the particular investor is in. 

A limited partnership is frequently a 
good method of holding title. The gen- 
eral have a 
substantial interest in the properties; 
they cannot be dummies. The limited 
partners cannot take any part in the 
management of the property. If these 
two 


partner or partners must 


Commis- 
sioner will not claim that our limited 


rules are followed, the 
partnership is in fact a corporation. 

There is another form of transaction 
which has been increasing in popularity 
recently. Under this form of transaction, 
the buyer, immediately upon acquiring 
title, will sell the property to an insur- 
ance company and lease it back for 99 
years or some shorter term. This type of 
transaction takes place when the buyer 
needs more money than he can obtain 
on a conventional mortgage. Thus, if the 
maximum which can be lent is $150,000 
on a $300,000 purchase, often an in- 
surance company will lend $200,000 or 
$250,000, provided they take the title 
and receive as rent an amount equal to 
the normal return of principal and in- 
terest on a mortgage of that amount. 
The buyer will put up the balance and 
is thereby able to make the deal. 

The tax effect of this situation is that 
the buyer does not own either the land 
or the building. Whatever amount he 
has paid is a lease bonus which must be 
written off over the entire term of the 
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lease. See Century Electric Co., 15 TC 
581, aff'd. 192 F.2d 155. This rule is 
applicable whether this type of trans- 
action takes place immediately upon 
the acquisition of the property or 
whether it is used after the buyer has 
owned the property for a substantial 
length of time. In other words, whenever 
you sell your property and lease it back, 
you thereby deprive yourself of any 
right to depreciate the property there- 
after. You have substituted therefor the 
amortization of a lease bonus over the 
term of your lease. 


Conclusion 


It should be apparent that the amount 
of money a buyer will make out of real 
estate depends on much more than its 
net operating income. He may increase 
his return substantially by increasing 
the purchase price of the property and 
at the same time decreasing his cash 
investment. He may increase his return 
by increasing the mortgage, lengthening 
its term, or decreasing its interest rate. 
By selecting one of the new methods of 
depreciation he will substantially in- 
crease his income after taxes during the 
first few years of his ownership. Finally, 
by selecting the lowest bracket taxpayer, 
either individuals or a corporation, he 
may after taxes. 
There is no hard and fast rule that can 


increase his income 
be laid down in every situation. It is 
of great importance that the necessary 
computations be made under the difter- 
ent methods in order that the buyers, 
prior to finally consummating the deal, 
will know exactly what their tax situa- 
tion will be after they have acquired 
it. ‘ 


Tax prepayments rising; 
now exceed $3 billion 


AN UNDESIRABLE by-product of our pay- 


as-you-go system is the huge amount 
overwithheld (or paid on overestimates) 
for which the taxpayer must make claim 
and the make refund. 


Though the figures for each year are not 


Government 


strictly comparable, the totals are huge 
and seem to be growing. 

The annual report of the Commis- 
sioner of Internal Revenue for the year 
ended June 30, 1957, reported that, 
“The great majority of refunds to tax- 
payers results excessive 


from prepay- 


income tax 
through withholding by employers and 
from overpayment of estimated tax. 

“During the period January through 


ments of the individual 











34 ¢ The Journal of Taxation «+ 
June 1957, almost 33,100,000 refunds 
were scheduled on individual income 


tax returns filed for the tax year 1956. 
rhis represents an increase of 886,000 
over those scheduled in the comparable 
period of the preceding year. The excess 
is due partly to accelerated scheduling 
during 1957 and partly to an expected 
increase in volume for the 


year, con- 


sistent with the increase in number of 
individual income tax returns filed. The 
average refund scheduled through June 
1957 with respect to the tax year 1956 
returns was $94, as compared with an 
average of over $90 scheduled through 
June 1956 with respect to the year 1955 


returns.” 
Refunds and credits from excessive 
prepayments 


Refunds Credits 
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1956 3, 06 71,016 34 48 
1955 3, 589 %1,596 543,501 
1954 2, 59 1,681 573,243 
1953 , =e 3,879 1,130 462,818 
1952 2,é 1,626 1,020 396.081 
‘Figures are preliminary and reflect refunds or 


credits to June 30, 1957. Revised figures to Dec. 
31, 1957, will appear in next year’s report. 
“Includes 180,000 returns requiring split between 
credit to ensuing tax year or prior year and cur- 
rent year refund. 

*Includes 271,000 returns requiring split between 
credit to ensuing tax year or prior year and cur- 
rent year refund. 


New qualifying date for tax 
benefit on house construction 


WE ADMIT we were not surprised to find 


that the Treasury made a mistake and 
asked for an irrelevant date in the first 
form it released for taxpayers claiming 
deferment of tax on an old residence 
sold because the proceeds are invested in 
The form (2119) had a sec- 


tion intended to show whether the new 


another. 


residence was purchased or constructed 


within the statutory time limit and 
asked for the date of completion of con- 
struction. This date is irrelevant for the 
purpose of qualifying for the tax defer- 
ment, although it is relevant for the pur- 
pose of computing the cost of the newly 
constructed home. The date currently 
significant is that of commencement of 
construction. 

The Code provides (Section 1034(c) 
(2)) that “a 


constructed or reconstructed by the tax- 


residence . . . which was 
payer shall be treated as purchased by 
the taxpayer. In determining the tax- 
payer's cost of purchasing a residence, 
there shall be included only so much of 
his cost as is attributable to the acquisi- 
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reconstruction and 
made during the 


period specified in subsection (a).” And 


tion, construction, 


improvements 


the period referred to in subsection (a) 
begins “one year before the date of .. . 
sale” and ends, under subsection (c)(5), 
“18 months after sale if construction is 
begun within one year of sale.” So it is 
clear that, if a taxpayer wants to qualify 
under this section as putting the pro- 
ceeds of sale into a newly constructed 
house, he has (if he starts within a year 
of sale) a_two-and-a-half-year period 
within which to get work done to the 
extent of the proceeds. But, of course, 
he isn’t required to have the work com- 
pleted then. 

The requirement that the constructed 
or reconstructed house be used as tax- 
payer’s principal residence within the 
year or 18 months following sale is in 
practical effect a requirement that a 
good portion of the work be completed 
by then. To have to “camp out” in an 
unfinished house would be an uncom- 


fortable way to earn a tax benefit. 


Olson decision stresses 
reimbursed expense dangers 


In Otson (TCM 1958-56), the Tax Court 
again has found taxable income to both 
the corporation and the stockholder- 
employee in the reimbursed expense 
situation. To the extent the individuals 
were unable to prove the business ele- 
ment of various expenditures, the court 
disallowed the deduction to the corpo- 
ration and also taxed the amounts to the 
individual. The corporation’s deduction 
thus is dependent on the individual’s 
ability to produce adequate records. 
Judge Fisher referred only briefly to 
the taxpayer’s contention that disallowed 
the 
be allowed as 


expense reimbursements to corpo- 


rate officers should then 
additional compensation. He makes a 
rather curious reference to the fact that 
he has considered United 
States, 245 it not 
applicable. In view of the fact that it is 
a different Horace Williams 
Co., Inc. v. Lambert, DC, La., 56, which 


supports the compensation argument, 


Williams v. 
F.2d 559, and found 


case, W. 


one wonders if the court’s attention was 
directed to the proper case. 

The court holds that (1) there was no 
showing in the record that additional 
compensation would have been reason- 
able and (2) the record does not show 
that such additional compensation was 
intended or There is an 
implication that such evidence might 


expected. 


secure a corporate deduction. For some 
ideas on point (2), see W. Horace Wil- 
liams Co., Inc. and Benneit’s Travel 
Bureau, Inc., 29 TC No. 38 (Acq.). The 
best bet from the corporation’s point of 
view is: increase the individual’s salary 
and require him to pay the expenses 
from his own pocket. 


New decisions 





Can’t deduct expenses in contesting in- 
competency. 
publisher, incurred various expenses in 


Taxpayer, an author and 
successfully defending himself against 
attempts by his wife to have him de 
clared insane or incompetent. He con- 
tended that the expenses were deduct- 
ible because his wife’s primary motive 
was to gain control of his substantial 
The 
Court denied any deduction; taxpayer's 


income-producing property. Tax 


foremost concern in the contest was to 
preserve his personal liberty, not his 
business. On the ground that legal ex- 
penses were too personal, the court also 
refused to permit deductions for ex- 
penses incurred: (a) to revoke an inter 
vivos trust in favor of wife of which 
taxpayer was the grantor; (b) to defend 
a suit for an accounting brought by the 
wife; and (c) to adjust property rights in 
a suit for legal separation. This court 
Tax 
the 
taxpayer’s motive determines deductibil- 


affirms, but disapproves of the 


Court’s reasoning which indicates 
ity of these payments. The court looks 
to the objective fact that the connection 
between the and tax- 


legal expenses 


payer’s business was at best indirect. 
One judge dissents as to the expenses 
incurred in settling the inter vivos trust; 
he agrees with the Tax Court dissenters 
that these were not payments to acquire 
title to the trust property. Lewis, CA-2, 
4/7/58. 


Father fails to meet support test in 
claiming children of prior marriage. 
Taxpayer failed to prove that he was 
entitled to dependency exemptions for 
his two minor children who were in the 


custody of his ex-wife. Although he 
showed how much he paid for the 
children’s support, he did not show 


the total cost of support of the children. 
McGovern, TCM 1958-61. 

Disallowed travel and _ entertainment 
expenses taxed as dividend. Taxpayer 
$11,000 as re- 
officer-stockholders 


corporation deducted 


imbursement to its 
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(whose cases were disposed of in the 
same decision and opinion) for travel 
and entertainment paid out by them, 
and also deducted expenses incurred for 
company automobiles used by the stock- 
holders. The court disallows 25% of the 
and 


travel reimburse- 


ment, plus a portion of the automobile 


entertainment 


expenses, as not those of the corpora- 
tion. The amounts so disallowed are not 
permitted as corporate deductions in the 
form of additional salaries, but are taxed 
to the officers on their individual returns 
as additional income. There was no 
showing that the payment was intended 
to be additional compensation, nor that, 
if so intended, total would be 


able 
TCM 


reason- 
See comment, page 34.—Ed.] Olson, 
1958-56. 


Payments “in lieu of alimony” are ali- 
mony. Subsequent to the divorce decree 
which fixed taxpayer's alimony obliga- 
tion, he into a 


entered new agreement 


with his divorced wife under which he 
paid her a fixed sum weekly over the 


IRS 


payments 


next 10 years and 10 weeks. The 


holds 


under this decree are deductible by tax- 


that the taxpayer's 


payer and includible in his wife’s in- 
come, as alimony. Payments in discharge 
of an alimony obligation are taxed as 
alimony if they otherwise qualify. Rev. 
Rul. 58-152. 

Unreimbursed entertainment expense 
disallowed executive. Taxpayer deducted 
about $6,000 in each of two years for 
entertainment expense and argued that 
they were either non-reimbursed ex- 
penses of the companies he worked for 
or were incurred in his own trade or 
business of being a corporate executive. 
\ large portion of the contested amount 
was the cost of a Christmas party, similar 
to those paid for by the company in 
the 


the evidence about all 


However, court com- 
the 
payments is extremely vague and it up- 
holds 


It finds that the questioned expenditures 


prior years. 


ments that 


the Commissioner's disallowance. 


were not required by any corporate 
policy and were not proximately or im- 
mediately related to taxpayer’s business 
as an executive. Noland, Jr., TCM 1958- 


60 


Industrial insurance debit agents don’t 
qualify as “outside salesmen.” Industrial 
insurance debit agents, whose principal 
activity as employees is to collect pre- 
miums on, service and sell weekly and 
monthly insurance policies, are not “out- 


side salesmen” because their principal 
activity is service of the policies, and not 
sales. Therefore, they cannot take the 
standard deduction in addition to a 
business expense deduction. Rev. Rul. 
58-175. 


Interest on deficiencies arising out of 
business expense |Non- 
acquiescence]. In 1951 taxpayer arrived 


are business 


at a settlement of income tax deficiencies 
for prior years. He deducted in 1951 the 
full amount of the contingent legal fee 
for the settlement (only $1,500 of which 
was paid in that year) and the interest 
on the deficiencies (paid in 1952). The 
court holds that, 


since the deficiencies 


arose out of his the 
legal fee and the interest are business 


expenses, 


lumber business, 
allowable as a deduction in 
computing adjusted gross income. Fur- 
ther, the court finds that taxpayer was 
on the accrual basis so far as the business 
was concerned and it may deduct both 
these items, even though they were not 
paid in the taxable. year. Standing, 28 
TC 789, non-acq. IRB 1958-17. 


Filing zero estimated tax declaration 
will avoid “failure-to-file” penalty (Old 
Law) {Acquiescence|. Each of four part- 
ners of a gambling casino filed a de- 
claration of estimated tax showing an 
estimated income of zero for 1948. The 
Commissioner assessed penalties for fail- 
ure to file in addition to the penalty for 
substantial underestimation. He urged 
that the partners did not attempt to 
make a bona fide estimate of their 1948 
tax and that this amounted to a failure 
to file a declaration. The Tax Court dis- 
agreed, holding that zero declarations 
are proper declarations. [Penalty is 
1954 Code on the 
difference between amounts paid on the 


assessed under the 
estimate and tax due; there is no spe- 
cific additional penalty for failure to 
file-—Ed.] Delsanter, 28 TC 845, acq. 
IRB 1958-17. 


Combined payments of endowment and 
annuity not allocated to exempt income. 
When a 
policy and a single-premium deferred an- 


single-premium endowment 
nuity policy matured, the insurance com- 
pany combined the proceeds and made 
one payment each month to taxpayer 
out of the combined account. In a pre- 
vious case (241 F.2d 338) involving other 
years, the court of appeals held that, 
while proceeds of the endowment policy 
were under the 1939 Code exempt from 
income tax, the other was not and no 
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part of the monthly installments could 
be excluded as proceeds of an endow- 
ment policy since the taxpayer failed to 
establish an allocation to that policy. 
While the court holds that previous de- 
cision is not controlling, it still finds 
failure to establish a proper allocation. 
Taxpayer merely showed that it was the 
practice of the insurer to prorate pay- 
ments in proportion to cash surrender 
value of each policy, but this was in- 
sufficient proof. Zimmermann, DC Mo., 
3/26/58. 


Appraisal fees for casualty loss deduct- 
ible. Appraisal fees paid by a taxpayer 
in order to establish a casualty loss sus- 
tained to residential are de- 
ductible as expenses incurred in deter- 


mining tax liability. Rev. Rul. 58-180. 


pre yperty 


No double penalty under 1939 Code for 
failure to file estimated tax. The 1939 
Code provides both a penalty for sub- 
stantial underestimate of and a 
penalty for failure to file the declaration. 
This court holds that taxpayers who fail 
to file a declaration of estimated tax are 
subject only to the penalty for failure 


to file. [A number of district courts have 


tax 


upheld only one penalty, though the 
Tax Court imposes both the penalty 
for failure to file and that for substan- 
tial No ap- 
peals has yet passed on the question 


underestimation. court of 
The 1954 Code provides for a single 
penalty for substantial underestimate of 
tax.—Ed.] Witt, DC Fla., 3/24/58. 


No double penalty under 1939 Code for 
failure to file declaration of estimated 
tax. This court lines up with the ma- 
jority of district courts in holding that 
failure to file a declaration of estimated 
tax under the 1939 Code does not sub- 
ject the taxpayer to both the penalty 
for failure to file and the penalty for 
substantial underestimation. [The Tax 
Court holds that the failure to file does 
result in the double penalty. No court 
of appeals has as yet passed on the 
Under the 1954 Code there is 
a penalty for substantial underestima- 
tion only.—Ed.] Barnwell, DC S. C., 
2/4/58. 


issue. 


Filing before January 15 did not excuse 
failure to file declaration of estimated 
tax. For five years taxpayer filed his 
returns prior to January 15 and did not 
file declarations of estimated tax; this 
on the advice of a former IRS agent. He 
also relied on the government's having 
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audited three of these returns without 
questioning this procedure. Penalty was 
1951 1952. 
neither excuse is 


the 


assessed, however, for and 


The court holds that 
reasonable cause for failure to file 
declaration 


Summers, DC 


and upholds the penalty. 
Tenn., 2/4/58. 


Travel to alleviate “specific chronic ail- 
ment” deductible as medical expense. 
Iransportation paid by a taxpayer of 


advanced age, stricken with arterio- 
sclerotic heart disease, to go to a pre- 


determined location upon his physician's 
advice, where the temperature is suit- 
able and where he would receive proper 
medical care, is deductible as a medical 
expense. If the taxpayer is required to 
have a nurse accompany him, her trans- 
portation costs would also be deductible 
Rev. Rul. 58-110. 


Reclining chair deductible as medical 
expense of cardiac patient. The cost of 
a reclining chair prescribed by a cardiac 
specialist to provide optimum rest for a 
taxpayer with a cardiac condition quali- 
fies as a medical expense. Rev. Rul. 58- 


155. 


Can deduct part of expenses for cabin 
cruiser used to entertain customers. {Ac- 
quiescence]. An auto dealer maintained 


a 42-foot cabin cruiser which he used 


partly for entertaining customers and 
partly for personal recreation. Applying 
the Cohan rule, the court allowed as a 
business expense about a third of the 
claimed expenses incurred in operating 
and insuring the boat. Kilborn, 29 TC 
102, acg. IRB 1958-17. 

tax home is where his 


Steel worker’s 


job happens to be. Taxpayer, an un- 
married steel worker, owned a house in 
Oklahoma, but had not lived or worked 
there for about 14 years. He is not per- 
mitted to deduct travel and living ex- 
penses while on various jobs in Ohio 
The 


payer's home was where his job hap- 


and Michigan. court holds tax- 


pened to be. Taxpayer is also denied a 


deduction for union dues; he _ had 
elected, to his advantage, to take the 
standard deduction. Osburn, TCM 1958- 


63. 


Policeman’s $5-a-day expense allowance 
After 
120 in 1954 (which provided that “gross 


tax-free. enactment of Section 


income does not include .. . a statutory 
subsistance allowed by a police 
official” up to $5 a day), the Columbia, 


July 1958 


S. C., City Council passed an ordinance 
designating $5 a day of the policemen’s 
salary as subsistance. This court affirms 
the District court’s holding that the $5 
a day received by taxpayer, a Columbia 
policeman, is excludible. The language 
of both the Code and the local ordin- 
ance is clear. The ordinance was prob- 
ably enacted for tax saving, but the 
Code provision seemed to invite this. 
[The Technical Changes Act of 1958 
contains a provision which, if passed, 
would repeal Section 120.—Ed.] Shirah, 
CA-4, 3/29/58. 


Wife’s travel expenses are income to 
husband when paid for by his employer. 
His family-owned corporation sent tax- 
payer, an officer and minority stock- 
holder who had just been married, on a 
business trip to Europe, and as an in- 
ducement to have him go, paid the 
expenses for his wife who accompanied 
him. Her presence during the business 
trip had no business purpose. The Tax 
Court held the corporate payment of the 
wife’s expenses was not excludible from 
income as a wedding gift, but repre- 
sented either additional compensation to 
taxpayer for his services in going on the 
trip at the particular time or was a dis- 
tribution of earnings. This court affirms. 
Silverman, 28 TC No. 121. 

Pipefitter not entitled to out-of-town 
travel expenses. Taxpayer, a pipefitter 
living in Oklahoma, was employed to 
work on two construction jobs in Ken- 
tucky. Each of the two jobs lasted over a 
year. The court holds taxpayer failed to 
prove that the two jobs, or either of 
them, were temporary rather than in 
definite or indeterminate. Accordingly 


travel expenses including board and 
lodging in Kentucky are not allowable 
deductions. Cook, TCM 1958-76. 

Race track employee entitled to travel- 
ing expenses; was away from home [Ac- 
quiescence]. Taxpayer, a pari-mutuel cal- 
Ky., and 


Downs 


lived in Louisville, 
the Churchill 
track in Louisville 38 days each year, 


culator, 
worked at race 
the full racing season. For the remainder 


of the year he negotiated with track 
officials who came to Louisville for the 
racing season to work at three or four 
different race tracks around the country. 
The court concluded that his home was 
in Louisville and that he is entitled to 
deduct travel and living expenses at 
other tracks because he was away from 
home in pursuit of trade or business. 


Weidekamp, 29 TC 16, acq. IRB 1958- 
17, acquiescence as to result only. The 
Commissioner, while disagreeing with 
the treatment by the court of the issue 
involved, will not file an appeal in this 
case. 


American Heart Assn. research grants 
qualify for exclusion. Grants awarded 
by the American Heart Assn., an exempt 
organization, to aid individuals in 
excludible 
from the recipients’ income, subject to 


the $300-a-month-36-month 


cardiovascular research are 
limitation. 
Payments which are really compensation 
for grantor-supervised research or re- 
search primarily for the benefit of the 
grantor are not tax exempt. However, 
these fellowships are primarily for the 
training of the researchers and the fact 
that progress reports are required from 
the recipients does not destroy the es 
character of 


sential the payments as 


fellowship grants. Rev. Rul. 58-76. 


Allocated portion of trust proceeds from 
loss sale includible in beneficiary’s in- 
come (Old Law). In 1947 a 
sold bonds with a cost basis of 
000 $660,000 


with state law, he allocated part of the 


trustee 
$1.500.- 


for cash. In accordance 


cash proceeds to the income benefici- 


aries. The beneficiaries 


are held tax- 
able on their distribution as_ repre- 
senting income under local law, even 


though the distribution is not income 


to the for Their 


that 


trust tax 


the 


purpt SES. 


argument conduit principle 


should be applied to make the dis- 
tribution non-taxable is rejected. [Sec- 
tion 652 (b) of the 1954 Code provides 
that payments to beneficiaries have the 
same tax character they had upon re- 
ceipt by the trustee.—Ed.] Estate of 


Warburton, 30 TC No. 4. 


National Institutes of Health fellow- 
ship not income. Amounts received by 
candidate for a 
degree, under a fellowship grant for 
research 


an individual, not a 


purposes and travel expenses 
from the National Institutes of Health 
are fellowship grants and up to $300 a 
month is excludible for up to 36 months. 


Rev. Rul. 58-179. 


Parent taxed for child’s contest prize. 
A parent submitted a winning entry in 
an under the 
which the prize was payable to his child. 
The prize must be included in the 
parent’s gross income since it was earned 
by the parent. Rev. Rul. 58-127. 


essay contest terms of 
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Readers debate Coastal Oil case: 


does Section 269 apply to split-ups? 


RECENT ARTICLE by James A. Cuddi- 
hy (8 JTAX 72) commenting on the 
Coastal Oil case has generated an inter- 
The 


problem at issue is whether Section 269 


esting debate among our readers. 


old Section 129) permits the disallow- 
ance of the $25,000 corporate exemption 
in the case of a split-up, or whether it 
applies to acquisitions of existing corpo- 
rations only. Section 1551 (old Section 


15(c)), of is also available since 
195] 

We present 
ers M. W. 


attorney, and Justin Sweet, a 


course, 


from read- 
Oakland 
Milwaukee 


here views 


Dobrzensky, an 


attorney. 
Mr. Dobrzensky comments: 
‘The IRS is using 


attack on multiple corporations, claim- 


Section 269 in its 


ing justification thereunder for denying 
the full $25,000 


each member of a group of alleged re- 


surtax exemption to 


lated corporations. There appear to be 
several reasons why this is clear error: 

“First, a surtax exemption is not a 

other allowance’ 
See 1944 C.B. 938, 
the House report on the Revenue Bill 
of 1943, 
technical provisions of the bill, adding 
Section 129 to the 1939 Code: 


the 


deduction, credit or 


under either section. 


in the detailed discussion of the 


term “deduction, credit or 


allowance” has reference to any provis- 


ion which has the effect of diminishing 


tax liability resulting from the gross 


amount of any item of income, or the 


aggregate of the gross amount of any or 


ill items thereof.’ 


‘This means that ‘deductions, credits 


and other allowances’ are items deducted 
from gross income. 

“Second, Sections 129 and 269 appear 
to apply only to the acquisition of con- 
trol of existing corporations, rather than 
to the formation of new corporations. 
The House report says that Section 129 
‘is designed to put an end promptly to 


any market for or dealings in interests 


in corporations or property which have 
as their objective the reduction through 
artifice of the income or excess profits 
tax liability.’ 

“The Senate report (1944 C.B. 1016) 
refers to ‘the recently developed _prac- 
tice of corporations with large excess 
profits (or the interests controlling such 
corporations) 


acquiring corporations 


with current, past or prospective losses 
or deductions, deficits or current or un- 
used excess profits credits, for the pur- 
pose of reducing income or excess prof- 
its taxes...’ 

ac- 


“Surely, this report refers to the 


quiring of existing corporations having 


such current or past losses, deductions, 


deficits, etc. because it could hardly be 


meant to suggest that any but existing 
corporations could have such losses or 
deficits. The same report says that the 
scope of the section was ‘limited to cases 
in which control (more than 50%) of 

corporation was acquired on or after 
October 8, 1940.’ had 


been thinking of newly formed corpora- 


If the Committee 


tions, it would probably have considered 
that the incorporators would own 100% 
of its stock and would not have had oc- 
casion to have specified what constituted 
‘control.’ One 
that, when the Congress did want to 


more thing: we know 


refer to the formation of a corporation, 





An invitation 
The 
new type of feature which we would 


accompanying article is a 
like to repeat from time to time. 
Readers of this department are cor- 
dially invited to submit to our edi- 
tor comments on points of interest 
within Subchapter C. While the edi- 
tor will not be able to publish all 
such 
permits, print those of general in- 


comments, he will, as space 


terest to tax men. 











as it did in Section 102 of the 1939 Code, 
it could and did refer to a corporation 
which ‘is formed or availed of for the 
purpose of preventing the imposition 
of the surtax Note also that the 
words ‘availed of’ were stricken from the 
wording of Section 129. (See 1944 C.B. 
1017 and 1070.) 

“Third, in 1951, the Congress was con- 
sidering an addition to the Code where- 
by a single surtax exemption might be 
prorated among a related group of cor- 
porations, etc. House Bill 4473, Section 
123 was the proposed statute and the 
legislative history thereof shows what 
happened to this proposal. 

“The Senate report (1951-2 C.B. 506) 
explains why the Committee eliminated 
Section 123, and the statement of man- 
agers on the part of the House (1951-2 
C.B. 623) shows that Senate Amendment 
No. 9 struck 123 and the 
House receded. The interesting thing to 
the 
houses recognized that, 
the 
tax exemption 


out Section 


note is this: Committees of both 
under the then 
existing law, $25,000 corporate sur- 


was available to each 
member of a group or chain of corpora- 
tions (1951-2 C.B. 374 506). The 
point is that the then ‘existing law’ in- 
129 of 1939 Code, 
which has been reenacted as Section 269 
of the 1954 Code so that, by parity of 
reasoning, 


and 


cluded Section the 


under the now existing law 
the full $25,000 surtax exemption is al- 
lowable to each member of a group of 


corporations. 


“Fourth, Section 15(c) of the 1939 
Code added by the 1951 Revenue Act 
disallows a surtax exemption in only 


one case; that is to say, in the case of a 
corporation split-up where a corporation 
transfers property other than money to 
another When 
looks at the legislative history of Section 
15(c) (1951-2 C.B. 303-4), it is observed 


that the joint committee staff summary 


corporation, etc. one 


says that Section 15(c) does not prohibit 
or discourage expansion of an existing 
business accompanied by the formation 
of a new corporation as distinguished 
from the split-up of an existing business, 
and that in such cases the new corpora- 
tion will be allowed the full surtax ex- 
emption. This could be supplemented 
by the maxim: “expressio unius est ex- 
cludio alterius” upon the theory that, if 
the Congress had intended to deny the 
surtax exemption in cases other than 
those specified in Section 15(c), it would 
have done so. Section 15(c) has been re- 
enacted substantially as Section 1551 of 
the 1954 Code. 
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“It does not appear that any of these 
four items was called to the attention 
of the court in the Coastal Oil case as 
indicating the limitations upon the ap- 
plication of Section 269.” 


Another tax man’s view 


Mr. Sweet has this to say on the prob- 
lem. 

“James Cuddihy points up an inter- 
esting question in statutory construction. 
Mr. Cuddihy whether Sec- 
tion 269 of the 1954 Code, formerly Sec- 
129 of 1939 Code, can be in- 


voked by the Commissioner to deny the 


discussed 


tion the 


surtax exemption to a corporation 
formed as the result of a split-up. Sec- 
tion 269 reads in part: 

‘(a) In general.—If— 

“(1) any person or persons acquire, 
or acquired on or after October 8, 1940, 
directly or indirectly, control of a cor- 
poration, or 

‘(2) any corporation acquires, or ac- 
quired on or after October 8, 1940, di- 
rectly or indirectly, property of another 
corporation, not controlled, directly or 
indirectly, immediately before such ac- 
quisition, by such acquiring corporation 
or its stockholders, the basis of which 
property, in the hands of the acquiring 
corporation, is determined by reference 
to the basis in the hands of the trans- 
feror corporation, and the principal pur- 
pose for which such acquisition was 
made is evasion or avoidance of Federal 
income tax by securing the benefit of a 
deduction, credit or other allowance 
which such person or corporation would 
not otherwise enjoy, then such deduc- 
tion, credit or other allowance shall not 
be allowed . . 

“The leading case on this question is 
Coastal Oil Storage, 25 TC 1304. Here 
the parent organized a subsidiary to 
operate a portion of its business. The 
the 


subsidiary in exchange for stock and a 


parent conveyed storage tanks to 
note. 

“The Commissioner attempted to use 
1551, 


and Section 129 to deny the surtax ex- 


both Section 15(b), now Section 
emption to the subsidiary. As to the last 
10 months of the taxpayer’s year, the 
court used Section 15(b) to deny the ex- 
emption. However, the latter section was 
not in effect for the first two months of 
the taxpayer's year so as to those months 
the issue hung on Section 129. 

“The 
(1) did not apply since that applied only 


Tax Court held that subsection 


to an acquiring corporation. As for sub- 
section (2), the court held the acquisi- 
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SYMPOSIUM ON MILLS 
ADVISORY GROUP ON 
SUBCHAPTER C 


IN THE August issue we will publish 
the reactions of some leading mem- 
bers of the tax bar to major recom- 
mendations of the Mills Group on 
This 


should be of particular interest to 


Subchapter C. symposium 


the readers of this department. 











tion by the subsidiary of storage tanks 
from the parent did not give the sub- 
sidiary a benefit it would not have got 
without the acquisition since the sub- 
sidiary’s using the surtax exemption did 
not depend upon the receipt of the prop- 
erty. 

“On appeal, the Fourth Circuit came 
to opposite conclusions. Coastal Oil Stor- 
age, 242 F.2d 396. As to subsection (1), 
held it 
whether the taxpayer was the acquiring 


the court made no difference 
or acquired corporation. As for subsec- 
tion (2), the court held the acquisition 
of the storage tanks produced income 
for the subsidiary without which the 
subsidiary would not have been able to 
get any benefit from the surtax exemp- 
tion. 

The statute requires that the cor- 
poration acquiring control secure a 
benefit from the exemption which it 
The 
ignoring the corporate entity, found 


would not otherwise have. court, 
that, although the benefit was directly 
obtained by the subsidiary, the acquir- 
ing corporation owning all the stock in 
the subsidiary received a benefit. 

Tax Court had 
several opportunities to decide whether 


“Prior to this case, 
split-ups came under Section 129, but 
on each occasion, the Tax Court based 
its decision on business purposes. See 
Alcorn Wholesale Co., 16 TC 75; Ber- 
land’s, Inc. of South Bend, 16 TC 182. 
In cases not involving a corporate split- 
up, the Tax Court has held that Section 
129 applies only to an acquiring corpo- 
(See T.V.D. Co., 27 TC 879; 
Commodores Point Terminal Corpora- 
tion, 11 TC 411. One district court has 
also stressed this factor in J. E. Dilworth 
v. Henslee, 98 F. Supp. 957. 

“A careful analysis of the statute re- 
veals that under subsection (1) the fol- 


ration. 


lowing elements must be present: 
“(a) Acquisition of control of one cor- 
poration by another. 








“(b) Principal purpose to evade or 
avoid taxes. 

“(c) Acquiring corporation’s securing 
benefit which it would got 
without the acquisition. 

“Requirements under subsection (2) 
would be (b) and (c) above, and the 
corporation must acquire property of 
another corporation with no change in 
basis upon acquisition. While the Tax 
Court has stated that the section applies 
only to an acquiring corporation, the 
language of the statute does not set up 
that requirement. 


not have 


“However, there must be an acquisi- 
tion of control of a corporation. ‘Acqui- 
sition’ usually means getting control 
from someone else. Since the subsidiary 
is organized by the parent, the parent is 
not acquiring control from someone else. 
The circuit court in Coastal ignored this 
factor and disregarded the corporate en. 
tity in satisfying the ‘benefit’ require. 
ment. 

“Under subsection (2) the problem of 


‘acquisition’ is not as difficult since the | 


subsidiary usually acquires property of 
some nature from the parent. Here the 
major problem is whether the corpora- 
tion acquiring the property obtains a 
benefit to which it would not have been 
entitled without the acquisition. The 
Tax Court in Coastal takes a narrow 
position that the acquisition of the stor- 
age tanks does not give rise to the sur. 
tax exemption. On the other hand, the 
circuit court takes a very broad _posi- 
that, 
producing property, the surtax exemp- 


tion and states without income. 


tion would confer no economic benefit. 
This position stretches the concept of 
benefit almost to the breaking point. 
“The legislative history affords no so- 
lution to the question. The committee 
that 
thinking primarily of situations in which 


reports indicate Congress was 
the acquiring corporation intends to use 
the loss carryover or excess profits carry- 
over of the acquired corporation. How- 
ever, there is broad language in the re- 
ports which shows that any perversion 
or distortion of income was to be pro 
scribed. (1944 C.B. 938, 1016.) Much of 
the problem is rendered academic by the 
language in Section 1551. 

“It is submitted that the circuit court 
interpretation of Section 269 disregards 
established rules of law and _ stretches 
words beyond their normal meaning, 
while ignoring the requirement that 
there be an acquisition of control, at 
least under subsection (1). It is doubtful 


that Congress intended such a result.” ¥ 
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Zipp affirmed: successor stockholder 


taxed on constructive dividend 


T \X MEN ARE quite concerned at the 
implications of the Holsey case in 
the stockholder for a 


taxing successor 


constructive dividend when another 
stockholder sells out to the close corpo- 
ration. When Zipp was affirmed, involv- 
asked 


attorney, to 


holding, we Louis 
Milwaukee 
Maier’s analysis follows: 

reversal of Sanders v. Fox (149 
942) by United 
court of appeals for the Tenth Circuit 
on March 20, 


cision that led to many sighs of relief. 


ing a similar 

Maier, a 

ment. Mr. 
The 


| Supp. 


com- 


the States 


1958, was a welcome de- 


In his attempt to tax premiums paid 
by corporations on corporate life insur- 
shareholders the re- 
versals in Sanders, Casale (247 F.2d 440) 
ind Prunier (248 F.2d 818) left the Com- 


missioner three up and three down. 


nce lives of 


on 


lowever, the first inning has not 
finished the ball game. On May 21, 1958, 
the Commissioner hit safely in the court 
of appeals for the Sixth Circuit. There, 
the 


in a per curiam opinion, court 
the Tax Court 
in the cases of Zipp et al, 28 TC 314. 


the 


firmed the decision of 


Here as in Prunier case, it has 
been the language of the Tax Court’s 
opinion rather than the result that has 
caused anxiety among tax men. Many 
have felt that the Tax Court’s opinion 
could be interpreted as holding that re- 
demption of its stock by a corporation 
would constitute a taxable distribution 
to its remaining shareholders because of 
the appreciation in value to their hold- 
Holsey (28 TC No. 107) now on 


CA-3, 


ings 


appeal; has increased the un- 
Casiness. 

However, the court of appeals’ opin- 
ion lends assurance in this respect. Re- 
view of the pertinent facts is necessary 
to follow the court’s ruling: When con- 
1947, 


Zipp, owner of all but a few qualifying 


templating remarriage in Louis 
shares of Paramount Steel and Supply 
Company, transferred 46 of his 48 shares 
to his sons, Bernard and Monroe. Each 
son endorsed the certificate for the 23 
shares standing in his name in blank 
and returned them to the custody of 
their father’s and the corporation’s at- 
torney. The court agreed with the Tax 
Court that no real transfer of the stock 
took place at that time. 

On May 29, 1950, after disagreements 
with his sons, Louis Zipp entered into 


an agreement renouncing all claim to 
the 46 shares then standing in the names 
of Bernard and Monroe in consideration 
of a payment of $93,782.50 by Para- 
Para- 
mount was then $93,790.90. The other 
two shares were transferred to the corpo- 


mount. The earned surplus of 


ration. 


The court said, “Funds of the com- 
pany were used to purchase this stock 
in an equal number of shares for each 
brother.” It upheld the determination 
of the deficiency in income tax liability 
of Monroe and Bernard Zipp as $46,- 
891.25 each, or one-half of the total pay- 
ment to their father, “inasmuch as that 
the 


Paramount Company by Louis Zipp in 


amount had been withdrawn from 
payment for 46 shares of the company’s 
capital stock which was acquired by the 
sons from their father as a result of the 
transaction.” 

There appears to be an error in the 
paragraph from which this quotation is 
taken. The opinion states, “The Com- 
missioner concluded from this that 50% 
of $46,891.25 was taxable as dividends to 
each of the brothers.” This figure prob- 
ably should have read “$93,782.50.” In 
the 
appealed in the Fifth Circuit. This prob- 


these same cases, Government has 
ably was a protective appeal on the basis 


that, if the Government lost the case 
against the sons, it would proceed in its 
attempt to tax the father. 

This decision again emphasizes the care 
that must be exercised prior to and upon 
entering into the redemption of stock 
interests. While on the facts alone, this 
decision appears to be in conformity 
with good law, it is not very different 
in effect from the situation in Zens vs. 
Quinlivan, 213 F.2d 914. In the Zens 
case, Mrs. Zens, being left with a corpo- 
ration she did not want, sold some of 
her shares to third parties. The corpo- 
ration then redeemed the balance of her 
the United States 
of appeals for this same Sixth Circuit 


shares. There court 
held that the redemption of the stock 
by the corporation did not constitute a 
taxable dividend to Mrs. Zens. In view 
of the Commissioner’s recent attempts to 
tax the potential increase in value to the 
remaining shareholders, vigilance is 
necessary. The Zipp case is reminiscent 
of Lowenthal, et al., 169 F.2d 694, where- 
in the Tax Court taxed the continuing 
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stockholders for a constructive dividend 
because they borrowed the money to buy 
the stock from the retiring stockholder 
and thereafter had the corporation re- 
deem the stock from them, thereby pay- 
ing off their loan from the corporation. 
Both the Zipp and Lowenthal decisions 
demonstrate that the 
chanics of the buy-out of the retiring 


method and me- 
stockholder are of vital significance and 
must be cautiously planned. 

Comfort may be derived from a state- 
Tenth 


appeals in the Sanders case, in which it 


ment by the Circuit court of 
said, “But the doctrine (of constructive 
dividends) has limitations and has never 
been held to include simple appreciation 
of stock 


ternal 


value whether caused by in- 


corporate-stockholder buy-out 
agreements or ordinary corporate pros- 


perity.” 


New decisions 





Part of thin corporation’s loans held 
capital. The jury found that $115,000 
of the $296,000 of the 
stockholders to corporation 


advances by 
taxpayer 
represented bona fide loans; the bal- 
ance capital contributions. Mill 


Ridge Coal Co., DC Ala., 3/28/58. 


was 


Corporation too thin; stockholder was 


tax-exempt; “creditors” were former 


owners. Three persons who owned a 
successful drug company with a sizable 
surplus entered into an agreement with 
an exempt organization to form a new 
corporation. The exempt organization 
invested $1,000 for all of the stock, and 
the individuals transferred their shares 
in the drug company for $4 million in 
corporate notes payable over 11 years. 
The new corporation then took over all 
the assets of the drug company in com- 
plete liquidation and paid out to the 
individuals $400,000 in 


part of the notes. The Tax Court held 


cancellation of 


$4 million not to be corporate indebted- 
ness but rather equity capital, and a de- 
duction for “interest” was denied. The 
creation of the new corporation was a 
tax-free reincorporation of the old drug 
company so that the.. payment of $400,- 
000 to the individual equity owners con- 
stituted a dividend distribution out of 
transferred “earnings and profits.” This 
court affirms. Kolkey, 27 TC No. 4. 


Basis of assets is cost of stock purchased 
for liquidation. Taxpayer's parent cor- 
poration made an offer to purchase the 
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mill, but the stock- 
holders of the mill were willing to sell 
stock. 


assets of a cotton 


only As a result, the parent in 
1945 purchased the stock, which it trans- 
ferred to taxpayer, a newly organized, 
wholly owned subsidiary. Taxpayer then 
liquidated the mill corporation and took 
that it 
acquired the stock only to get the assets 


over all its assets. It argued 
and should be allowed to use the cost of 
the stock as the cost of the assets. The 
court agrees: it treats the various steps 
taken as one integrated transaction. Ac- 
cordingly the basis of the assets to tax- 
payer is the cost of the stock to the 


parent. Orr Mills, 30 TC No. 15. 


Premiums paid by corporation for stock- 
holders’ life insurance not dividends. 
laxpayers, the sole stockholders and 
directors of a corporation, entered into 
the 


corporation under which the corporation 


a stock-purchase agreement with 
took out insurance on taxpayers’ lives, 
payable to beneficiaries named by the 
taxpayers, on condition that the bene- 
ficiaries sell decedent’s stock to the 
corporation at a fair value, as agreed 
upon, but not less than the amount of 
the insurance proceeds. The corporation 
owned the policies and was to pay the 
there were 


premiums only if current 


earnings or surplus. If the premiums 


could not be paid, the corporation 
would become the beneficiary. The cash 
surrender value of all the policies was 
to be available for the corporation’s use 
in purchasing the stock of any stock- 
holder who died. The lower court held 
that the premiums were a dividend and 
each stockholder’s dividend income was 
computed on the basis of the percentage 
of stock owned. This court reverses. Fol- 
lowing other appeals court decisions in 
Casale and Prunier, it holds the present 


benefits which the stockholders receive 
from the premium payments are too in- 
substantial to constitute a dividend. One 
judge dissented, for the reason stated in 
the district court’s opinion. [See com- 
ment at 8 JTAX 322.—Ed.| Sanders, 


CA-10, 3/20/58. 


Corporation’s payment for purchase of 
its stock stock- 
holders. A corporation owned a valuable 


are dividends to new 
non-assignable contract to buy land for 
$300,000 which taxpayer was anxious to 
acquire. Since he could not secure an 
assignment of the contract, he offered to 
pay $200,000 for the corporation’s stock. 
The stock sellers their 


got money in 


fixed payments to them by the corpo- 








July 1958 
ration upon its sale of lots from the tract 
The 


corporation claimed the payments were 


purchased) under the contract. 


cost of land sold. The court holds the 


corporation cannot charge such 


ments to the cost of the land, but must 
treat the payments as dividends to tax- 


pay- 


payer except to the extent of his loans 
and advances to the corporation. Garden 
State Developers, Inc., 30 TC No. 13. 
Corporation collapsible though sale 
was to controlled corporation. The in- 
corporators of two companies formed to 
construct housing projects with the pro- 
ceeds of FHA loans sold their stock at a 
profit soon after the construction to a 
third corporation which at all times was 
controlled by them. They failed to prove 
that the stock was sold solely as a re- 
sult of post-construction motives. In 
holding the gains ordinary income under 
the collapsible corporation provisions of 
the 1939 Code, Section 117(m), the court 
states that it makes no difference that 
the stockholders sold out to a controlled 
corporation rather than outside interests. 
Rechner, 30 TC No. 17. 


No dividend in preferred-stock redemp- 
tion pursuant to plan. A redemption 
by a corporation of part of the preferred 
stock of taxpayer, an officer, and all of 
the preferred of his wife, was held by 
the Tax Court not to be essentially 
equivalent to the distribution of a tax- 
able dividend. The repurchase by the 
corporation was made pursuant to the 
terms of the original stock issue which 
directed its retirement at a fixed price 
only slightly above par upon contrac- 
tion of business operations, which event 
actually occurred. This court affirms on 


the opinion below. Bullock, CA-2, 4/7 
58. 


Libson Shops denies loss carryover after 
change in ownership and operations 
(Old Law). In 1953 all the stock of tax- 
payer, a coal mining company, was sold 
and the new owners put it into the busi- 
ness of selling and delivering oil. The 
Commissioner denied the loss carryover 
on the ground that Section 129 applied. 
That provision of the old Code provided 
that, if a person acquired control of a 
corporation and the principal purpose 
of the acquisition was securing the bene- 
fit of a tax allowance which the acquir- 
ing person would not otherwise enjoy, 
then the deduction credit or benefit is 
not allowed. The court holds that Sec- 
tion 129 is inapplicable since the corpo- 


ration taxpayer here already had the 
operating loss; it did not acquire it by 
the change in control. However, the loss 
carryover must be denied under the rule 
of the Libson Shops (353 U.S. 382) which 
denied the carryover of the losses of sey- 
eral corporations, sustained prior to 
their merger with others, against the 
income of the merged corporation on 
the that the the 


merged corporation was not produced by 


ground income of 
substantially the same business which 
The notes 
that, under the 1954 Code, loss carryover 


sustained the _ losses. court 
would be denied under the facts pre. 
sented in this case. Mill Ridge Coal Co., 


DC Ala., 3/28/58. 


Owner’s cancellation of indebtedness a 
contribution to capital. Taxpayer, an 
officer-stockholder of an insurance com- 
pany which was in poor financial con- 
dition, agreed at the request of the 
State Department of Insurance to cancel 
the company’s indebtedness to him for 
accrued The 
tained the Commissioner's disallowance 


salaries. Tax Court sus- 
of the loss claimed by the officer. The 
cancellation was a contribution to Capi- 
tal, not a deductible expense. This 


court affirms. Perlman, CA-3, 3/4/58. 


Sale of stock to “sister corporation” not 
a dividend (1939 Code). 
viduals owned 82% of the stock of one 


Three _indi- 
corporation and 79% of another. They 


sold the stock in one to the other for 
$2,300,000. The purchasing corporation 
then argued the transaction was not a 
sale, but in actuality a distribution to 
the three stockholders of a taxable divi- 
dend by the purchasing corporation 
since the individuals owned substantial 
controlling interests in both corpora- 
tions. The court disagrees, pointing out 
that, under the Wanamaker and Cramer 
cases, a distribution is not essentially 
equivalent to a dividend if a corpora- 
tion does not redeem its own stock. 
Section 115(g)(2), which was added to 
the 1939 Code to prevent individual re- 
demption of shares in a parent through 
purchases of its shares by its subsidiary 
is not applicable here because the buyer 
was not a parent of the company pur- 
the 


action was not a sham and the price 


chased. Furthermore, since trans- 
paid was fair, the court holds the pro- 
ceeds taxable to the selling stockholders 
as long-term capital gain. The court 
also concludes that the purchaser did not 
have as its primary purpose the acquisi- 
tion of the assets of that corporation. 
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Consequently, the purchase of the stock 


and the subsequent liquidation are 
treated as separate transactions so that 
the basis of the assets acquired is the 
same as in the hands of the purchased 
corporation, its wholly owned subsidiary. 
Section 304 of the 1954 Code specifically 
provides for dividend treatment of pay- 
ment for acquisition of one controlled 
Trianon 


company by another.—Ed.] 


Hotel Co., 30 TC No. 16. 


Reorganization taxable; one stockholder 
bought out another before completion. 
In 1947 Brown corporation, which was 
engaged in the production of agricul- 
tural sprayers and velocipedes, trans- 


ferred its velocipede business to an 


existing corporation, Velo-King, in ex- 
change for debenture bonds which were 
distributed to stockholders of Brown in 
cancellation of a portion of their stock. 
Prior to this transaction taxpayer and 
another person were in control of both 
corporations; just before completion of 
the exchange taxpayer bought out the 
other’s interest in the Brown corpora- 


lack of 


continuity of interest of Brown  stock- 


tion. Since there was either a 
holders in Velo-King, or an intra-stock- 
holder purchase not provided for in the 
plan of reorganization, gain or loss on 
taxpayer's exchange of his Brown stock 
for Velo-King 
But 


change was not taxable as a dividend; 


debentures was _ recog- 


nized. the Tax Court held the ex- 
it constituted a partial liquidation sub- 
ject to capital-gains rates. This court 
afirms without opinion. Bullock, CA-2. 
1/7/58. 


Non-pro-rata spin-off of rental property 


tax free. A corporation in the textile 
business purchased an office building ten 


ago and the 


years 2 


used about 40% of 
space itself. T'wo years ago it ceased to 
use it in its business and it was entirely 
rented. It now for a good business reason 
(unstated) organizes a_ subsidiary to 
which it transfers the building. The tex- 
tile company now issues this subsidiary 
stock to a minority stockholder for part 
textile stock. The IRS holds the 
active business and _ its 


spin-off is non-taxable. Rev. Rul. 58-164. 


of her 


rental was an 


Decision to sell made during construc- 
tion; shopping center corporation col- 
lapsible. 


tractor, became a 50%, stockholder in a 


Taxpayer, a plumbing con- 


corporation to build a shopping cen- 
stockholder was a 


ter. The other 50% 


large-scale builder. Construction was 


begun early in August 1949, and the 
Tax Court fact that con- 
struction was completed about January 


1950. The tenant of the largest store, a 


found ‘as a 


supermarket, it became apparent, was 
not financially strong. About December 
15, 1949, the 
a real estate broker to procure a pur- 


stockholders authorized 


chaser for their stock, and a contract of 
The 
found that the decision to 


sale was signed on December 22. 
Tax Court 
sell the stock was made not later than 
late November or early December. It 
concluded that the corporation was col- 
lapsible and the stockholder’s gain is 
ordinary. The corporation was availed 
of for the construction of property with 
a view to the sale of the stock prior to 
the realization of a substantial part of 
the net income to be derived from the 
property. On appeal the taxpayer raises 
a new contention; the collapsible corpo- 


ration section should be read so that 
“formed or availed of principally” modi- 
fies the tax avoidance clause, thus 


demanding a showing that tax avoid- 


_~ 
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ance was a principal purpose [as in Sec- 
tion 269.—Ed.|. The court rejects this 
as a strained construction since the 


normal reading of the section would be 
that the 
availed of principally for the manufac- 


corporation be formed or 
ture or production of property. JWeil, 
CA-2, 3/6/58. 


Auto dealer’s $600,000 surplus an un- 
reasonable accumulation. Taxpayer cor- 
poration, an auto dealer, accumulated 
an earned surplus of $627,500 by the end 
of 1953; it had never paid a dividend. 
The court holds it was availed of during 
1951, 1952 and 1953 for the purpose of 
the surtax 


preventing imposition of 


upon its shareholders. The evidence 


showed that the accumulation was not 
needed for expansion, and that the 
principal stockholder had _ repeatedly 


used corporate funds, either to embark 
upon ventures completely unrelated to 
the corporation's business or to make 
loans which were manifestly personal in 
nature. Kerr-Cochran, Inc., 30 TC No. 6. 


Miscellaneous new decisions this month 





Salary is business income; absorbs loss 
carryback. Husband and wife were equal 
partners in a business in a community- 
property state. In 1948, when the part- 
nership lost $4,000, the husband received 
a salary of $6,000. The court holds that 
the husband’s salary is income from a 
trade or business and that the wife’s half 
of the salary earned by her husband has 
the same character. Consequently, both 
the husband’s and the wife’s carryover 
of operating loss are reduced by the 
salary. Pierce, CA-9, 4/21/58. 


Grantor could exchange trust assets for 
others; trust added to his estate. It was 
conceded by decedent’s executors that 
he was to be treated for tax purposes 
as the grantor of the trusts in question 
since their creation was a condition of 
his termination of prior trusts of which 
he was grantor. Under the new trusts, 
the 
trustee to invade principal for the ‘“‘com- 


decedent possessed power as co- 
fortable maintenance and/or support” 
of the income beneficiaries and “to ex- 
change 


property for other property.” 


This court holds that the value of the 
trusts is includible in the gross estate 
of the decedent. Although his power to 
invade principal was qualified by a 
created 


determinable standard, and so 


enforceable rights in the beneficiaries 


to protect them against its arbitrary exer- 
cise, the same was not true of his powei 
to exchange trust assets. An exchange 
need not necessarily have been for assets 
of equal value, and it could have been 
so effected so as substantially to affect 
the relative rights of the life beneficiaries 
and remaindermen. Cushing Est. (State 


Street Trust Co., Ex’r), D. C. Mass., 
3/19/58. 
Bank security deposit income when 


credited. A builder of residential prop- 
erty sold houses for a small down pay- 
ment, the balance being financed by 
mortgages purchased by a building and 
loan association. The mortgages were for 
a larger fraction of the buyer’s cost than 
the building and loan association lent on 
a similar property. To protect itself, the 
one 
the 


association withheld the excess in 


of its savings accounts under 


builder’s name. The excess was not re- 
leased from the account until the mort 
gage had been substantially reduced by 
the The 
holds the builder must accrue as income 


borrower's payments. court 
the full sales price; the amounts with- 
held by the association are includible in 
the builder’s income in the year of credit 
and could not be deferred until released 
in a later year. Key Homes, Inc.; 30 TC 
No. 10. 
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TAX ASPECTS OF ESTATE PLANNING 


Estate & gift taxation 


EDITED BY JOSEPH TRACHTMAN & J. 





A. MANNING 


Gifts that are not gifts; inconsistencies 


in gift and estate tax 


by J. PHILLIP DUNN 


A completed gift, although without the right to revoke or amend, and even the 


payment of a gift tax will not necessarily keep the donated property from being 


included in the settlor’s estate for Federal estate tax purposes. Mr. Dunn analyzes 


and shows ways of perfecting irrevocable gifts that are not gifts for all purposes. 


STARTLING EXAMPLE of a gift that 


A 


Rul. 57-366. The headnote of this ruling 


may not be a gift appears in Rev. 
concisely states the facts and holding 
as follows: 

“The value of property transferred by 
a donor to himself as custodian for a 
minor donee, pursuant to the provisions 
of the model custodian act adopted by a 
number of the states, is includible in 
the donor's gross estate for Federal estate 
tax 


purposes in the event of his death 


while acting as custodian and _ before 
the donee attains the age of 21 years.” 

Such gifts frequently are made with 
the thought of reducing one’s taxable 
estate as well as lowering current, tax- 
able income, and providing a child 
with some assets of his own upon reach- 
ing majority. Undoubtedly, many a 
father in Colorado, Pennsylvania and 
some 28 other states which have adopted, 
or are about to adopt, the Uniform Gifts 
to Minors Act, will be shocked to learn 
that a gift made under the act (with him- 
self as custodian) is not really a gift for 
all purposes. He will be particularly dis- 
appointed if he relied on certain previ- 
ous rulings which blessed such trans- 
fers, but only from the standpoint of gift 
taxes.! 

But why, it may well be asked, do not 
the usual rules as to gifts apply there- 
in? Why will the property be included in 
some cases in the grantor’s estate? The 
standard definition of a gift is a “. . . vol- 
untary transfer of property by one to an- 
other without any compensation. ‘s 
As we know further, the essentials of a 


gift are 


donative intent, delivery, 
and acceptance . 


Finally, laymen as 





well as lawyers consider that “. . . a gift, 
completely executed, operates as a trans- 
fer of property. . . .”? True, these repre- 
sent the legal concepts of a gift, but 
Federal estate taxes involve different, or 
at least additional, considerations 
brought about by the ever present need 
to prevent taxpayers from having their 
cake and eating it too. 


Revocable transfers 


Section 2038 of the 1954 Internal Rev- 
enue Code is entitled “Revocable Trans- 
fers.” Subsection (a)(1) thereof provides 
that the gross estate of a decedent shall 
include the value of all property (except 
real property outside the United States) 
“to the extent of any interest therein .. . 
of which the decedent has at any time 
made a transfer (except . . . a bona fide 
sale for an adequate and full considera- 
tion . . .) by trust or otherwise, where 
the enjoyment thereof was subject at the 
date of his death to any change through 
to alter, 


” 


the exercise of any power . 
amend, revoke, or terminate. 

The answer that the custodial gift is a 
hardly 
thought of as providing an explanation 
for Rev. Rul. 57-366. A gift under the 
Uniform Gift to 


revocable transfer would be 


Minors Act is not re- 
vocable by the donor inasmuch as all un- 
expended income and principal must 
be delivered to the beneficiary upon 
reaching majority, or to his estate in the 
event of prior death. However, that is 
the answer and, indeed, this interpreta- 
tion is the key not only to the ruling, 
but to many related situations which 
have trapped unsuspecting donors. 


Where a donor transfers property to 


himself as trustee and retains the right 
as trustee to pay the income and the 
principal to a designated beneficiary or 
to withhold enjoyment of the property 
from the beneficiary until the beneficiary 
attains a certain age, the value of the 
transferred property is includible in the 
decedent-trustee’s gross estate under Sec. 
tion 2038(a)(1) of the Internal Revenue 
Code of 1954 as a transfer in respect of 
which he retained a power to alter, 
amend, revoke, or terminate. (Estate of 
Harry Holmes, 326 U.S. 480.) The fact 
that the beneficiary may have a vested 
interest in the property which would 
pass to the event of his 
death before attaining the specified age 
is immaterial. [Lober, 346 U. S. 335.] 


his heirs in 





| 
| 


— 


~ 


Estate of Holmes (supra) is the land. j 


mark case interpreting the meaning of 
these Holmes created irrevoc- 
able trusts for his three sons then aged 
22, 19, 14. The United States 
Supreme Court held the trust corpus was 
includible in Holmes’ estate, principally 
upon the theory that the right of the 
sons to immediate and unconditional en- 


sections. 


and 


joyment was lacking even though each 
had a vested interest subject only to being 
divested by death prior to 15 years. But 
the father retained the right to termi- 
nate at any time and have the corpus 
distributed to those then entitled to it. 
Thus, said the Court, “ it could not 
be said with assurance that any of the 
into 
present enjoyment of his share, or any 
part of it; 


sons, or his issue, would come 
A donor who keeps 
so strong a hold over the actual and im- 
not di 
vested himself of that degree of con- 
trol which Section 811(d)(2) requires in 
order to avoid the tax. 


mediate enjoyment has 


Decedent's 
failure to reserve for himself any bene- 
ficial interest or power to recapture one 
is not controlling.” 

The scope of the Holmes case (supra) 
was extended in Lober (supra). In the 
Holmes 
interest which could be divested if they 
died 


case, the beneficiaries had an 


without issue—it would pass to 
their brothers or their issue or, if none, 
On the 
child had an 


vested interest which would pass only 


to their mother. other hand, 


each Lober indefeasible 


to his heirs. A different conclusion was 
urged upon this basis. The Supreme 
Court quickly pointed out that it was 
with 
nomic benefit’ than with ‘technical vest- 


“more concerned ‘present eco- 
ing of title or estates.’ And the Lober 
beneficiaries, like the Holmes _bene- 


ficiaries, were granted no ‘present right 


_—_—— 
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Officer of The First Pennsylvania Bank- 
ing and Trust Company of Philadelphia 
ind a member of the Pennsylvania and 
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io immediate enjoyment of either in- 
come or principal.’ This father 
could have given property to his children 
without reserving in himself any power 
to change the terms as to the date his 
gift would be wholly effective, but he 
did not.”” Consequently, the values of the 
Lober irrevocable trusts were included in 
his estate for Federal estate tax purposes. 

While in the Holmes and Lober cases 
the settlor was sole trustee, there is no 
that the 


if the settlor were a co-trustee.® If 


question the result would be 
sarc 
, donor wishes to avoid this revocable 
wansfer rule and be sure that the “gift” 
included in his 


the 


property will not be 


estate, he must follow first three 
guides to making gifts that are gifts set 


uit in the box on page 45. 


Transfers with retained life estate 


\ retained life estate also makes the 
silt ineffective so far as estate tax is con- 
Section 2036 of the 1954 Code, 

continuation of Section 811(c)(1)(b) of 
the previous Code, likewise is the result 


red 


the constant duel of the wits between 
Of 
rincipal interest in this struggle is May 
(281 U. S. 238), which was 
werruled by Church’s Estate (335 U. S. 
632), which in turn is repudiated by 


laspayers and taxing authorities. 


Heiner 


his section of the present Code. During 
the interim, and largely as a result of 
lose two decisions, the statute was 
naterially amended on three occasions.4 
Its heading, “Transfer with Retained 
Life Estate,” would tend to indicate 
that nothing less than the retention of 
full life How- 


er, an the 


estate is condemned. 


irrevocable trust wherein 
ettlor retains quarterly income except 
that accruing between the last payment 
nd the date of his death would be fatal 
rhe words “or for any period not ascer- 
tainable without reference to his death” 
ver such a trust without question. 
Likewise, if a settlor retains the right 
to receive income after the death of an- 
that 
predeceases the settlor, the reservations 


ther person and other person 


will be considered to be “for a period 


which does not in fact end before his 


death” and thus within the statute. The 


cases and proposed Regulations make 
this abundantly clear.5 However, if the 


settlor dies before the life tenant, the 


value of the latter’s income interest is 
deducted from the gross value of the 
trust assets. 

Equally disastrous as the settlor’s re- 
tained right to income is retention of the 
right to designate the persons who shall 
possess or enjoy the property or in- 
come even if restricted to choosing be- 
tween persons already named. This is 
made plain by the words of the section 
in question and several decided cases. 

In substance, Section 2036 now pro- 
that after 
March 3, 1931, (and in some cases June 


vides property transferred 
7, 1932) even though an irrevocable gift 
will be includible in the settlor’s estate 
where he has retained— 

1. For his life, or, 

2. For any period not ascertainable 
without reference to his death; or, 

3. For any period which does not in 
fact end before his death: 

a. The use, possession, or enjoyment 
of, or the right to the income from, 
property; or, 

b. The right, either alone or in con- 
junction with any other person, to desig- 
nate the persons who shall possess or 
enjoy the property or its income. 

On the 
to be clear. 


surface, this section appears 
But, like other sections, it 
has been construed by the Commissioner 
and courts to include more than meets 
the eye. 

For example, whether the settlor him- 
self has retained the right to income in- 
volves no difficulty. But, when has he re- 
tained “possession or enjoyment” of the 
The 


state that use, possession, or other enjoy- 


income? proposed Regulations? 
ment will be considered as having been 
retained by or reserved to the decedent 
to the extent applied toward the dis- 
charge of a legal obligation or otherwise 
for decedent’s pecuniary benefit. The 


term “legal obligation” includes the legal 
obligation to support a dependent dur- 
ing decedent’s lifetime.’ If, however, the 
application of the income is not obli- 
gatory, but is in the discretion of trustees 
who have no such legal obligation, then 
it is not includible.® 

This principle must be carefully con- 
sidered if a trust is to be created with 
mortgaged property—or if a mortgage is 
to be executed as part of the trust crea- 
tion. It appears virtually impossible to 
formulate a covering rule because of 
the wide variation in state statutes and 
the 
Federal case law. 


decisions and unsettled state of 


For example, in Edwards v. Greenwald 
(217 F.2d 632) the court found that, 
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under the law of Georgia, where trustees 
assumed a primary responsibility for an 
indebtedness incurred in the purchase 
of trust corpus the settlors-mortgagors 
remained only contingently liable for 
the debt. Thus it was held that trust in- 
come applied on the mortgage was not 
used to pay the personal indebtedness of 
the settlors and, hence, was not taxable 
as income to them. True, the question 
income tax. How- 
ever, the court relied heavily on Hays 
Est. (181 F.2d 169), which interpreted 
Mississippi 


involved was one of 


law in a similar fashion 
where the basic question was whether 
use of trust income to pay the settlor’s 
mortgage made the property includible 
for estate tax purposes. 

The difficulty with relying on those 
cases is that the Hays case, supra, was, 
in effect, overruled by the Lober case, 
noted above, but on different grounds, 
that is, retention of control over income 
and the right to terminate. In addition, 
other states take a different stand on the 
extent, if any, to which mortgagors are 
released from the debt when mortgaged 
property is conveyed.!° 

In view of the rather plain language 
2036 of the Code its 
corresponding regulations (proposed), it 


of Section and 
would appear to be inviting a lawsuit to 


establish a trust with such an asset. 
Furthermore, the Commissioner definite- 
ly has held that use of trust income to 
pay the settlor’s mortgage is taxable to 


him." 
Gifts taking effect at death 
Section 2037 of the 1954 Code covers 


Effect at Death”; 
these transfers are another type of ir- 


“Transfers Taking 
revocable gift that may not be a gift for 
all purposes. The critical date is October 
8, 1949, the effective date of a major 
statutory amendment following two cases 
discussed below. If the gift were made 
prior thereto, the property is includible 
in the decedent's estate if possession or 
enjoyment of the property can be ob- 
tained only by surviving the decedent 
who expressly retained a reversionary 
the value 


excess of 5% of 


of the property. If made after that date, 


interest in 


it is includible if possession or enjoy- 
ment of the property can be obtained 
the 
either a reversionary interest expressly 


only by surviving decedent and 


has been retained or the reversionary in- 
terest arises by operation of law, and in 
either case exceeds 5% of the value of 
said property immediately before the 
death of decedent. (Apparently the re- 
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verter, even though 5% or less, is tax- 
able under Section 2033, which includes 
all interests of a decedent except foreign 
real estate). 

There is an exception to the foregoing 
if the beneficiary could have obtained 
the property through the exercise of a 
taxable power of appointment exercis- 
able immediately before the decedent's 
death. Whether the power was actually 
exercised or not is immaterial. 

This section of the Code is the result 
of extensive litigation arising out of the 
“Hallock” (309 U. S. 106) and “Spiegel” 
(335 U. 
one in which the settlor expressly re- 


S. 701) transfers. The former is 


tained a reversionary interest if he sur- 
vived the tenant. In the latter the pos- 
sibility existed that transferred property 
might have returned to the settlor or 
been subject to a power of disposition 
by him by operation of law (death of all 
beneficiaries). 

rhe inequity of the Spiegel case was 
appalling inasmuch as the value of the 
$70, 
but its retention resulted in the princi- 


possible reversionary interest was 
pal of $1,140,000 being included in the 
estate at an estate tax cost of $450,000. 
Justice Burton's 27-page dissenting opin- 
non is a Classic on this phase of ou 
tax law, and his sound analysis obviously 
rule. Addi- 
tional relief has been granted by various 


brought about the new 5% 
statutes!? which permit claims for re- 
funds in certain types of hardship cases 
similar to Spiegel.18 

If such a reverter is found in an exist- 
ing instrument, it perhaps should be dis- 
posed of by sale, gift, or release. Any 
sale must be for adequate and full con- 
sideration; a gift or release might be 
attacked as made in contemplation of 
death if death occurs within three 
years.!4 A better method where possible 
might be to have a court of equity re- 
form the deed of trust to eliminate the 
possibility of reverter. Exactly this was 
done in at least one Pennsylvania case15 
following the Spiegel decision. 

Before closing this discussion of Sec- 
tion 2037 we should refer briefly to a 
provision in the Proposed Regulations 
which, at first blush, is confusing. Near 
the end of Section 20.2037-2 appears the 
following sentence: “Nor does the term 
include the 
sibility that the decedent during his life 


‘reversionary interest’ pos- 
might have received back an interest in 


transferred property by inheritance 
through the estate of another person.” 
This refers to inheritance by virtue of 


being an heir at law of a person having 


July. 1958 


full title, not the receipt of property 
through failure completely and at all 
events to divest oneself of any possible 
interest. In other words, one may make 
an outright, absolute gift by transferring 
full title to his wife or child and the fact 
that the donor might receive back that 
same property as an heir of the donee 
does not make it includible in his estate. 
However, if property had been given 
by trust or other conveyance and because 
of the failure of the instrument to cut 
thread” of 
there was a possibility that the property 


every “gossamer interest 
might revert to the donor, it will be in- 
cluded in his estate—if the value of such 


reverter is 5% or more of the entire 
property. Such value is determined by 
recognized valuation principles used in 
calculating the value of future or con- 


ditional interests in property.14 


Gifts in contemplation of death 


Any discussion of the general subject 
of irrevocable gifts which may be in- 
cluded in the settlor’s estate should men- 
tion Section 2035 of the present Code 
which carries forward Section 811(c)(1) 
(A) and (1) of the 1939 Code, with some 
notable changes made only a few years 
prior to the 1954 Code. 

Until an amendment of September 23, 
1950, any transfer within two years of 
death was presumed to be in contempla- 
tion of death, and transfers made more 
than two years prior to death could be 
attacked. Since that date, and under the 
present Code, there is a conclusive pre- 
sumption in favor of the settlor’s estate 
as to all irrevocable transfers made more 
than three years prior to death. Thus, if 
settlor survives that period, his gift can- 
not be challenged no matter what his 
motives or state of health might have 
been. 

Gifts made within three years of death 
still are subject to the presumption that 
they were made in contemplation of 
death. The presumption, however, is 
prima facie only and cannot prevail over 
proof to the contrary.17 While the bur- 
den of proof still is on the taxpayer!® it 


‘See Rev. Rul. 54-400 holding “An unqualified 
and unrestricted gift to a minor, with or without 
the appointment of a guardian, is a gift of a 
present interest.” Also, Rev. Rul. 56-86 to the 
effect that gifts under the Colorado Act do not 
involve a future interest. But see Rev. Rul. 56- 
484 holding that income from such gift is tax- 
able to parent to extent used for minor’s sup- 
port, regardless of who donor is. 

* Quoted definitions from C. J. S., Gifts, Secs. 1, 
10, and 49. 

* Newbold’s Est., 158 F.2d 694. 

‘Mar. 3, 1931 (46 Stat. 1516); June 6, 1932 
(Rev. Act of 1932); and, Oct. 7, 1949 (Techni- 
cal Changes Act, 63 Stat. 891). 

5 Nathan’s Est., 159 F.2d 546, cert. den. 334 U.S. 
843. Prop. Regs. 20,2036-1-(b)-(1). 

® Cooper, 7 T.C. 1236; Industrial Trust Co., 165 





is a question of fact whether the gift sonal 
actually was made in contemplation of with © 
death.!9 The proposed Regulations? ap| proP® 
pear to assist the taxpayer further by origin 
providing, “. . . The bodily and mental] P@™ 
condition of the decedent and all othe 2cC!! 
attendant facts and circumstances are tq 304s 
be scrutinized to determine whether oy|!&#5°" 
not such thought (of death) prompted is lars 
the disposition Lifetime giving wides] 
thereby has been tremendously encour jence 


aged. the co 
other 
Jointly owned property the cc 


Section 2040, being Section 811(e) of gift w 


. . . ») ‘ 
the previous Code substantially un} > ° 
changed, is entirely unrelated to trusts|"Y° ¢ 
but it affects jointly held property in Code, 


much the forth 


same way the sections de. 
scribed above affect trusts. Its danger apply 
lies in overlooking the fact that a gif} he 
the with | 


completed under Chapter 12 of 


Code (gift tax) does not necessarily rej#"S 
move said property from the terms of4 ©™ 
Chapter 11 (estate tax). it do} 

While mentioning this truism, per- other 





haps it also is appropriate to digress*™™ 


briefly and emphasize that neither doc | ° th 
liability for income taxes under Chapt ribu 
1 of the Code necessarily determin /?"S" 
ownership insofar as estate or gift taxc 3. 

are involved. Occasionally there is sor the | 


overlapping but in most instances the vhap 
provisions of each chapter are indepen- the ir 
dently and each throu 
determine its 


effective should be 


checked to own conse Yalue 


quences upon a given set of facts.?1 word 


The autonomous position of these dispo 


three major divisions of our Internal| Ylue 
Revenue Code—income, estate, and gift cal ch 
taxes—is strikingly evident when jointly 
owned property is involved. All come and 
cost | 
As 
title 
trolli 
this ; 


into play and the ground rules are 
book 
written on this topic alone, but for 


numerous. An entire could be 


present purposes only the 
points need be highlighted to alert the 


vigilant and demonstrate the theme that 


principal 


tax a 


gifts have a peculiar role in our tax laws, ‘0! 


that is invol 


1. For 1954 and prior years, a taxable “MY! 
gift was made when either real or per dono 
poun 
F.2d 142; and, DuCharme’s Estate, 164 F.2d 959, Wives 
7 20.2036-1-b-2. 

* Dwight’s Est., 205 F.2d 298, cert. den. 346 U.S 
871. > 
® Douglass’ Est., 143 F.2d 961. Fu 
1 C. J. S., Vol. 59, Mortgages, Sec. 392, et seq. | fand 
1 Rev. Rul. 54-516 (C.B. 1954-2, pp. 54). 5 
12 Technical Changes Act of 1949 (63 Stat. 891) 
Sec. 607, Rev. Act. of 1951; P. L. 910 (H. R 
6593) approved August 1, 1956. ' 
18 See also P-H, 1957 Fed. Taxes, Vol. 4-A, Paral 
120, 372. Also, Bitker, Church & Spiegel: Th 
Legislative Sequel, 59 Yale L. J. 395. A late case. - 
interpreting these refund statutes is B. Holland. |O!NC 
er, Ex. v. U. S., U. S. Cir. Ct. of Appeals, 2nd) of th 
Cir., 10/1/57. , 
141954 Code, Sec. 2035. J 2040 
5 Trish v. Irish, 361 Pa. 410. | 


vents 


recor 


relat! 





nal property was taken in joint names 


itt 
yn of with the right of survivorship if the 
20 ap| property, or the consideration therefor, 
oy pyoriginally belonged to only one of the 
entail parties, except in the case of joint bank 
othejaccounts and United States Savings 
tre to Bonds. (Regs. 105, Section 81.22). The 
er oy reason for distinguishing the latter two 
apted| i largely a matter of recognizing their 
iving Wid spread use simply for the conven- 
‘courjience of the family circle. However, if 
co-depositor drew out the money for 
ther than expenses of the depositor, or 
co-owner of the bond redeemed it, a 
fe) of gilt would be completed at that time. 
un Since January 1, 1955, (the effec- 
rusts date of gift taxes under the new 
ty in| Code, Sec. 7851) the same principles set 
s de{ forth under paragraph | next above still 
anges *PPly except as to real estate conveyed 
1 gify husband and wife as joint tenants 
thd ith the right of survivorship or as ten- 
ly re}ants by the entirety; Section 2515. Such 
ns of’ conveyance is now treated as a gift only 
ii donor so elects at the time thereof; 
per therwise, there will be a gift upon 
igress! rmination (except by death) if and 
doc © the extent that the proceeds are dis- 
apte ributed to the one who furnished no 
min -2nsideration for the original purchase. 
oe }. Beginning as of January 1, 1954, 
sor le effective date for most purposes of 
s the ~!apter 1, income tax, of the 1954 Code) 
epen the income tax basis of property received 
1 bethrough survivorship is the fair market 
onse| Value at decedent’s death; in other 
words, it is treated as a_ testamentary 
these disposition and given the estate tax 
ernal| Value. Section 1014(b)(9). This is a radi- 
1 gif|cal change from the previous Code which 
yintly| weated such transfers of title as a gift 
come 242d thus gave the survivor the same 
5 are} Cost basis as the decedent.? 
a ln \s just indicated, the manner in which 


t for title is held generally is not the con- 
rolling factor. Nor, as is the theme of 


\cipa 
t the this article, does the payment of a gift 


» that! (x alter the effect of the estate tax pro- 


laws, Visions. Even though gifts usually are 

nvolved in the creation of joint and 

xable Survivorship titles, comparatively few 

per donors realize it. The difficulty is com- 

wounded because most husbands and 

d 959 Wives believe that joint ownership pre- 
6 us. Vents the imposition of an estate tax. 

Further complications arise when hus- 

sed. “band and wife break up the tenancy by 
su reconveyances to one or the other.?% 

ol The 1954 Code changes are the first 

ts relating to the general treatment of 

2 ca 


‘land, jointly held property since the passage 
Ss, =m’ of the first Revenue Act of 1916. Section 
-040 of the present Act provides in sub- 
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1. If making a gift to a minor child 
of securities or money under the 
Uniform Gifts to Minors Act, do 
not name the donor as Custodian; 
name an independent third party 
if you desire estate tax benefits. 

(Income tax benefits not affected). 

2. If making an irrevocable gift in 
trust with income and/or princi- 
pal controlled by the trustee, do 
not name the donor as trustee or 
co-trustee; name an independent 
third party. 

3. If the donor-settlor insists on being 
trustee or co-trustee, eliminate 

from the trust instrument all rights 

in the settlor, either individually 


or as co-trustee, to alter, amend, 


revoke or terminate the trust or to 
control the 


pay ment or accumu- 


lation of income or the time at 


which principal may be distrib- 


uted, or to whom. 


_ 


Insofar as possible, have the donor 
make all irrevocable gifts while in 
good health and with life expect- 
ancy of well over three years. 

Do not reserve the right in the 


qr 


settlor to income from an irrevoc- 
able gift for life, or for any period 
settlor’s 


with reference to the 





GUIDES TO MAKING GIFTS THAT ARE GIFTS 
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death; do not reserve the right in 
the settlor to have the property 
or income applied to satisfy the 
settlor’s legal obligation. 
Eliminate the possibility that any 
part of the corpus may revert to 
the settlor either through an ex- 
press provision in the irrevocable 
trust instrument or by operation of 
law. (The simplest way is to in- 
clude a clause providing that, if all 
the beneficiaries die before the 
date of final distribution or before 
the settlor, then the corpus and 
any undistributed income shall be 
distributed to those who would in- 
herit from the settlor had he died 
intestate at the time of the death 
of the last surviving beneficiary.) 
7. Caution clients that the taking of 
title in joint names, with the right 
of survivorship, generally results in 
a taxable gift (except as to real 
estate conveyed to husband and 
wife) but, nevertheless, the prop- 
erty is taxable in the estate of the 
one who furnished the considera- 
tion—with gift tax credit. And, for 
all people of means, extensive 
joint holdings will complicate their 


estate planning. 








stance that jointly held property, includ- 
ing joint bank accounts, is includible 
in the gross estate of the one first to 
die, except any part which originally be- 
longed to the survivor or was acquired 
by him for full and adequate considera- 
tion; a proviso allows the survivor to 
claim a part of the property proportion- 
ate to the consideration paid by him 
and also recognizes the proportionate 
share of the survivor in any property re- 
ceived jointly by gift or devise. 

It will be noted that the statutory pro- 
visions for taxing jointly held property 
are limited to joint tenancies, tenancies 
by the entirety, and joint bank accounts 
payable to either depositor or the sur- 
vivor. In other words, they are confined 
to forms of ownership wherein there is a 
survivorship. They do not extend to 
tenancies in common as the interest of 
such person passes as a part of his estate 
just the same as property owned indi- 
vidually. 

Powers of appointment involve an- 
other series of unexpected results for the 
Both 2514 under the 


unwary. Section 


gift tax chapter and Section 2041 under 
the estate tax chapter refer to “Powers 
of Appointment.” The former provides 
that the exercise or release of a general 
power of appointment created after 
October 21, 1942, 


transfer subject to gift tax. Thus, one 


shall be deemed a 
might act under the provision and pay 
the gift tax upon the assumption that 
the property affected was removed from 
his estate for Federal estate tax pur- 
poses. 

Again, the liability for, or the pay- 
ment of, a gift tax does not necessarily 
prevent the imposition of an estate tax. 
The gift resulting from the exercise or 
release of a general power can become 
completely effective and remove the 
property from estate tax only if such 
transfer meets the same requirements as 
a gift in trust discussed above. This fol- 
lows from Section 2041(a)(2), which pro- 
vides that there shall be included in the 
gross estate the value of property sub- 
ject to a general power of appointment 
after October 21, 1942, to the 
extent to which the donee has at any 


created 
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time exercised or released such general 
power by a transfer which is “‘a disposi- 
tion of such a nature that if it were a 
transfer of property owned by the dece- 
dent, such property would be includible 
in the decedent’s gross estate under Sec- 
tion 2035 to 2038 inclusive .. .” 

In other words, if the donee of a gen- 
eral power has attempted to make an 
irrevocable gift by the exercise or release 
of such a power, the appointive property 
nevertheless will be included in his tax- 
able estate if in so doing he has made: 

1A contemplation of 
death (Section 2035);24 or, 

2. A with the 
estate (Section 2036); or, 


transfer in 


transfer retained life 
3. A transfer intended to take effect 
at death (Section 2037); or, 
4. A transfer wherein he retained the 
right to alter, amend, revoke, or termi- 
nate (Section 2038). 


Other troublesome gifts 


There are many other situations in 
which, from a tax standpoint, gifts are 
not all that they appear to be, but space 
will permit reference only to the two 
which are most frequently encountered. 
One of 
“crossed” trusts. This doctrine is a judi- 


cial 


these involves reciprocal or 
invoked 
measuring certain trusts under various 
parts of Sections 2036, 2037 and 2038 of 
the Code. Its net effect is that, when two 


concept sometimes 


when 


settlors create trusts which appear to be 
in consideration of other, and 
each gives the other a beneficial interest 
which, if he had retained it, would make 
the 


each 


property includible in his estate, 


such may be taxed as property in which 
he had an interest at death. 

For example, in the well known case 
of Lehman [109 F.2d 99, cert. den. 310 
U. S. 637], two brothers owned equal 
shares of certain stocks and bonds. Each 


agreed to transfer his share to a trust 


with the life income to the other, and 
principal to his issue, plus the right in 


© Prop. Regs. Sec. 20.2031-1, 7 
17 Wells, 283 U.S. 102. 

‘8 Silagye, 192 F.2d 886. 

1® Neal, 53 F.2d 806. 

20 Sec. 20-2035-1-c. 

“1 A pointed example is Sec. 2041 under “Estate 
Tax” and Sec. 2514 under “Gift Tax,” each en- 
titled “Powers of Appointment.” 

2 Lang, 289 U.S. 109. 

** For an outstanding article on all of these prob- 
lems see “‘Tax Aspects of Destroying an Estate 
in Tenancy by the Entireties in Pennsylvania” 

by Bernard V. Lentz, U. of Penna. L. R., Vol. 
102, No. 5, March 1954. 

** See, McIntosh’s Est., 248 F.2d 181 
aff’g. 25 T.C. 794. Cert. den. 1/13/58. 
* Rev. Rul. 57-422, Bul. No. 38, 9/23/57, pp. 15. 
** To similar effect see Lueder’s Estate, 164 F.2d 
128 and Lindsay’s Estate, 2 T.C. 174. 

7 Scanlon’s Est., 313 Pa. 424. 

* Totten, 179 N.Y. 112. 

* For a complete discussion of this subject see 
Scott on Trusts. Vol. 1. Sec. 58 et seq. 
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each life tenant to draw $150,000 from 
principal. The court held that each 
trust was consideration for the other and 
the $150,000 was includible in the estate 
of the first to die. (Apparently all of the 
trust would now be includible under 
the sections just above mentioned.) In- 
dicative of a similar attitude by the 
Commissioner is a recent Revenue Rul- 
ing involving simply income trusts by 
husband and wife for each other (with 
remainders over).25 

To be contrasted, however, is New- 
berry’s Estate (201 F.2d 874),26 which in- 
volved similar trusts created by husband 
and wife but in which neither was a 
beneficiary of the other’s trust; only their 
children the beneficiaries. Under 
such circumstances the trusts were held 
not to be reciprocal nor includible in the 
other’s estate. 


were 


The reciprocal trust doctrine also has 
been extended to include life insurance 
as an asset of an estate although it was 
formally given away before death. Such 
was the result in Burr (156 F.2d 871, 
cert. den. 329 U. S. 785), wherein a 75- 
year-old decedent purchased single 
premium insurance policies and an an- 
nuity policy, all as a part of a single 
the life 
would not have been issued without the 
annuity policy. The court held that the 
irrevocable gift and transfer of the life 
policies while retaining the annuity was 


transaction wherein policies 


tantamount to transferring only a re- 
mainder interest while continuing to 
enjoy the income (the annuity). To the 
same effect see Conway v. Glenn, (97 F 
Supp. 331, affd. 193 F.2d 965) and 
Fidelity-Philadelphia Trust Co. v. Smith 
(241 F.2d 690, cert. granted 6/27/57). 
However, some doubt has been cast 
upon the line of cases just mentioned by 
Bohnen v. Harrison [199 F.2d 492, aff'd. 
345 U. S. 946, reh. den. 345 U. S. 978}, 
which drew a very fine distinction. There 
the court came to the opposite conclu- 
sion on the theory that the annuity and 
life policies, although a single invest- 
ment program, were divisible into sep- 
arate contracts. Perhaps a final answer 
will be found in the U. S. Supreme Court 
opinion to be rendered upon the ap- 
peal of the Fidelity-Philadelphia Trust 
Co. v. Smith case. In the meantime, we 
cannot overlook the larger number of de- 
cisions in line with the Burr case. 
Finally, notice should be taken that 
the same general rules discussed in this 
article frequently apply to so-called “Sav- 
ings Bank Trusts.” Virtually every estate 
contains one or more savings accounts in 


the name of the depositor in trust for his 
wife or child. Again, unfortunately, the 
depositor rarely has an understanding of 
the legal aspects thereof even though 
this is a widely used procedure. 


Many states have construed such ac- 


counts differently. In Pennsylvania?? and 


New York,?8 for example, there is a pre- 


sumption that a trust was intended in 
the absence of proof to the contrary. In 
some states it is held that such a de- 
posit creates an irrevocable trust, in 
which case a gift has been made. On the 
contrary, states hold that such 
trusts are considered tentative until the 
depositor’s death. Delivery of the pass- 
book to the beneficiary sometimes makes 
the trust 


many 


irrevocable even where that 
would not otherwise be the case. 
Suffice to say, savings bank trust ac- 
counts raise numerous gift and estate tax 
problems which should be considered 
carefully in the light of the 1954 Code 


and various state statutes.?® 


Tax credits 
While 
ments will result in the above mentioned 


many unfortunate tax assess- 
situations, it is comforting to note that 
all is not lost. Section 2012 of the new 
Code provides that, if a gift tax has been 
paid under Chapter 12, or similar pro- 
visions of prior laws, and thereafter on 
the death of the donor any amount in 
respect of such gift is required to be in- 
cluded in the the decedent's 
gross estate under Chapter 11 (estate 
tax), then the tax paid on the gift will 


value of 


be credited against the estate tax, with 
a few limitations. However, as we know, 
gift taxes, even in the highest brackets, 
are 25%, less than estate taxes and in 
many cases actually 50 to 75% less. 
Thus, it is extremely important when- 
ever an irrevocable gift is intended that 
it be made to comply fully with the 
Code and Regulations so that the pur- 


pose of the donor will not be thwarted. 


New decisions 





Gift incomplete; power retained to in- 
vade for comfort. Taxpayer created a 
trust of her securities for the purpose of 
providing satisfactory management of 
the trust property. The income was to 
be payable to her for life, and the 
trustee had power to invade principal 
to provide for her comfort and well- 
being. Because of the virtually unre- 
stricted power to invade the corpus for 
her benefit, the Tax Court had held that 
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the taxpayer had not made a completed 
eift and therefore no gift tax was due. 
\ spendthrift provision in the trust does 


not lessen her control because such a 


provision is not effective to protect a 


settlor’s interest from the claims of 


creditors under governing Michigan 


This court affirms. Vander Weele, 


25/58. 


law. 


CA-6, 4 


Power of invasion does not qualify for 
marital deduction (Old Law). Decedent 
provided in his will that his wife was to 
receive all of the income from a residu- 
ry trust, as well as an unlimited right 
to invade corpus to the extent of $15,- 
000. Upon his wife’s death, the principal 
of the trust was to go to named re- 
the had 


power of appointment over the entire 


maindermen. Since wife no 
corpus, and her right of invasion would 
terminate with her death, no part of the 
gift qualifies for the marital deduction. 
\ portion of the trust, for example, 
the $15,000 here, can qualify for the 
marital deduction under the 1954 Code. 


Ed.| Zeman Est., TCM 1958-68. 


Partner’s estate includes right to post- 
death income; valuation made. Decedent 
was a member of a partnership the dura- 
tion of which was fixed in the articles of 
wreement at 10 years. Upon the death 
of any partner during this period, his 
capital contribution was not to be sub- 
ject to withdrawal, but was to remain 
liable to partnership creditors. The de- 
ceased partner’s estate would be entitled 
to its share of partnership income until 
termination, but would have no voice in 
management. Decedent died three years 
ind 10 months prior to the termination 
of the agreement. This court holds that 
the value of the estate’s right to post- 
death income is includible in the dece- 
dent’s gross estate. It valued the estate’s 
interest by determining the average an- 
nual income of the partnership up to 
the date of death and assuming the earn- 
ings would be this average for the re- 
maining period. Adjustment was made 
to this yearly average for an allowance 
for depreciation of partnership realty 
based upon its market value at the date 
of decedent’s death. In addition, there 


was deducted 


10%, as a discount for 
risks of the business. Finally, the value 
of the decedent's entire partnership in- 
terest, which included her capital ac- 
count and a proportionate share of 
partnership realty, as well as the right to 
post-death income, was discounted by a 


further 4% per year for the unexpired 


term in order to reflect its present value. 
Benson Estate, (Winkle, Ex’trix), DC 
Penna., 3/25/58. 


Tax Court should rule whether widow’s 
allowance is terminable. Taxpayer estate 
under state law must pay the widow of 
decedent a statutory support allowance. 
The Tax Court ruled that this allow- 
ance did not qualify for the marital de- 
duction on the ground that it was not 
property passing from the decedent. On 
appeal both parties abandoned this argu- 
ment and raised the issue whether the 
allowance is a terminable interest. The 
court remands for a determination of 


this issue by the Tax Court. Rensen- 
house Est. (Michigan Trust Co., Ex.), 


CA-6, 2/13/58. 


Transfer to protect property from feared 
financial reverses not in contemplation 
of death. Decedent transferred $82,000 
in trust the 
daughter two years prior to his death. 


for benefit of his infant 
He was at the time of the gift a man 
of 54, suffering from an incurable and 
fatal disease. This court holds the trans- 
fer was not made in contemplation of 
death. The testimony of the decedent's 
that he 
aware of the fatal nature of the disease, 


physician indicated was un- 
believing only that he was afhicted with 
7 The 


trolling motive of the decedent in mak- 


‘a sickness of the nerves.” con- 
ing the transfer was to provide security 
for his daughter’s support. The decedent 
was in severe financial difficulties at the 
time of the transfer and he obviously 
wished to make ample provision for his 
daughter while he was able. Want Est., 


29 TC No. 129. 


Promise to manage decedent’s affairs 
and to care for his daughter adequate 
consideration. Prior to decedent's death, 
he agreed to transfer sufficient securities 
to his brother and sister to enable them 
$10,000 each 
change for their promise to manage his 


to net after taxes in ex- 
affairs and to care for his daughter. The 


sums transferred are not includible in 
the decedent’s gross estate since he re- 
ceived in return an adequate considera- 
tion in money’s worth. The task assumed 
by the transferees involved considerable 
financial sacrifice on their part. Want 


Est., 29 TC No. 129. 


Donor not permitted to offset donee’s 
deposit in compromise offer for delin- 
quent gift taxes. Decedent made gifts 
during his life, but had paid no gift tax. 
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The donee deposited with the IRS a 
partial payment on the gift tax due, 
but her offer of compromise had not as 
yet been accepted. The court refuses to 
allow this sum to be used as an offset 
against the amount of gift taxes due 
from the donor’s estate, as no action had 
as yet been taken by the Commissioner 
indicating acceptance or rejection of the 
other taxpayer’s offer. Want Est., 29 TC 
No. 129. 


Insurance-annuity combination two 
units; insurance can be donated. In 
1934 the decedent, then aged 76, pur- 
chased three single-premium life insur- 
ance policies of a total face value of 
$350,000, in 
with the purchase of a separate, single- 


each case in combination 
premium, non-refundable life annuity 
policy. The company would not sell the 
insurance unless the annuities were also 
bought. The premiums paid for both 
the 
fixed at regular rates, with the premium 


the annuity and insurance were 
for the annuities being in no way based 
upon the cost of the life insurance. The 
decedent assigned all of her rights in the 
insurance policies to her children and a 
trustee, retaining, however, her right to 
the annuity income. Both parties con- 
ceded that, under the insurance section 
of the Code, the policies standing alone 
were not taxable. The court of appeals, 
reversing the district court, included the 
proceeds of the policies in the decedent's 
gross estate on the theory that there had 
been a single transfer under which the 
decedent had retained the income for 
life. The Supreme Court here reverses 
and finds for the taxpayer. Regardless 
of the considerations prompting the in- 
surance companies to hedge their life 
insurance contracts with annuities, the 
two elements were severable. The annut- 
ties were personal obligations of the issu- 
ing companies, in no way dependent 
the the 
insurance contracts. The Court pointed 


upon continued existence of 
out that the cash surrender value of the 
policies assigned to the children and the 
that the 


assignees could have received such cash 


trustee was substantial and 
value at any time. Haines Est. (Fidelity- 
Philadelphia Trust Co., Ex.), Sup. Ct., 


4/28/58. 





Notes on new estate and gift deci- 
sions in this department are by Ed- 
ward P. Hannigan, member of the 
New Jersey Bar and associated with 
Harrison F. Durand in Newark. 

















48 +¢ The Journal of Taxation «+ 


TAX PLANNING AND 


Business management 


July 1958 


EDITED BY CHARLES S$. LOWRIMORE, Sr., CPA 





Earnings retained for anticipated needs: 


IRS proposes narrow regulations 


ee PENALTY TAX On improper ac- 
cumulation of surplus is a serious 
threat to the small, but growing, closely 
held corporation, especially one able to 
grow only from retained earnings. 

Many of them thought that the threat 
of Section 531-537 (102 of the old Code) 
was eliminated by the phrase, new in 
the 1954 Code, that 
of the business includes the reasonably 


“reasonable needs 
anticipated needs of the business.’”” How- 
ever, the proposed regulations on this 
section take a position so narrow that 
taxpayers might well have more difficul- 
ty justifying retention of earnings for 
future needs under the 1954 Code than 
under the 1939. 

At the public hearing on the proposed 
regulations on Sections 531-537, Wilbur 
the New York firm of 
Rose Goetz & Mendelsohn, 
analyzed these regulations and conclud- 


Friedman, of 
Proskauer 


ed that they were an unwarranted nar- 
rowing of the Code. 

Most of the provisions of the accumu- 
lated earnings tax in the 1954 Code (Sec- 
tions 531 to 537) were taken over with- 
out change from the 1939 Code (Section 
102). Section 531 imposes the tax. Sec- 
tion 532 provides that it applies to 
“every corporation formed or 
availed of for the purpose of avoiding 
the income tax with respect to its share- 
holders . . . by permitting earnings and 
profits to accumulate instead of being 
divided or distributed.” Section 533 says 
that “the fact that the earnings and 
profits of a corporation are permitted 
to accumulate beyond the reasonable 
needs of the business shall be determina- 
tive of the purpose to avoid the income 
tax with respect to shareholders “ 
Section 537 added a provision not found 
in the 1939 Code; it says “ 
‘reasonable 


. the term 


the business’ in- 


cludes the reasonably anticipated needs 


needs of 


of the business.” 


Mr. Friedman took the position that 


the proposed regulations on this new 


Section 537 “do not carry out the intent 
of Congress to liberalize the accumulated 
earnings tax in favor of taxpayers. As 
proposed, the regulations, instead of be- 
ing more liberal, are more restrictive 
than the law under the 1939 Code.” 

As Mr. Friedman sees it, the proposed 
regulations set forth an exclusive test for 
determining reasonableness of accumu- 
lations and would impose tax in some 
situations in which the court approved 
accumulations under the 1939 Code (the 
Breitfeller and the Smoot cases discussed 
later). Furthermore, he pointed out that 
“the proposed regulation interpreting 
the phrase ‘reasonably anticipated needs’ 
in the statute sets forth a new and un- 
warranted test, that such needs and the 
plans for meeting them must be ‘certain’ 
during the taxable year. 

“Under the proposed regulation no 
room is left for accumulation to meet 
reasonably anticipated needs determined 
by a prudent business firm, even though 
not definitively certain during the tax- 
able year. Such an accumulation was per- 
missible under the 1939 Code and is re- 
quired as a matter of reasonable busi- 
ness practice in numerous situations. 
The availability of accumulations for 
the 1954 Code 
be construed as eliminated 


such purposes under 


should not 
because Congress has seen fit to legislate 


in favor of taxpayer in part of this area.” 


Purpose of Congress 

The purpose of Congress in enacting 
this section is contained in Report No. 
1622 of 
the U. S. Senate, 83rd Congress, 2nd Ses- 
sion, pp. 69 and 317-318, as follows: (For 
convenience in later reference, each sen- 


the Committee on Finance of 


tence has been marked with a letter.) 

A. “One of the principal reasons for 
confusion as to application of the Sec- 
tion 102 tax has been the lack of ade- 
quate standards as to what constitutes 


the reasonable needs of the business. B. 
Some of the standards informally em. 
ployed in the past, such as the distribu. | 
tion of 70%, of earnings, have been €r- | 
roneous or irrelevant. C. More often, in 
the absence of adequate guidance, rey-, 
enue agents in examining cases have ap- 
plied their individual concepts as to 
business needs. 

D. “As a result some improper criteria 
developed which have led to criticism 
accumula- 
One such principle is the so- | 


of the tax on unreasonable 
tions. E. 
called 


there 


immediacy test, under which 


must be an immediate need for 
the funds in order to justify the reten- 
In 


tion 102 was applied even though the 


tion of earnings. F. some cases Sec. 
corporation had definite plans for ex. 
pansion and the bona fides of the expan- 
sion program was not in question. 

G. “In order to eliminate the imme- 
diacy test, both the House and your com- 
mittee have expressly provided in_ the 
statute that the reasonable needs of the 
shall the 
anticipated’ needs of the business. H. It | 


business include ‘reasonably 
is contemplated that this amendment 
will cover the case where the taxpaver | 
has specific and definite plans for ac 
quisition of buildings or equipment for 
use in the business. J. It would not ap- 
ply where the future plans are vague 
and indefinite, or where execution of the 
plans is postponed indefinitely.” (page 
69) 

K. “This section corresponds to part 
of Section 533(a) of the House bill. L. 
It provides that, in determining whether 
earnings and profits have been permitted 
to accumulate beyond the reasonable 
needs of a business for purposes of this 
part, reasonably anticipated needs of a 
M. It is, 
intended that this provision will make 


business must be considered. 


clear that there is no requirement that 
the accumulated earnings and profits be 
invested immediately in the business so 
long as there is an indication that future 
needs of the business require such ac 
cumulation. N. In any case where there 
exists a definite plan for the investment 
of earnings and profits, such corpora- 
tion need not necessarily consummate 
these plans in a relatively short period 
after the close of the taxable year. P. 
However, where the future needs of the 
business are uncertain or vague, or the 
plans for the future use of the accumu- 
lation the 
does not prevent application of the ac 
cumulated earnings tax.” (pages 317-318) 

Although it is clear from the above 


are indefinite, amendment 
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that Congress did not intend in Section 


537 to state the entire law relative to 
what constitutes a reasonable accumula- 
tion, the proposed regulations in ques- 
537 


forth the entire applicable law on the 


tion interpret Section as setting 
reasonableness of accumulation, and in 
manner which is more restrictive than 
inder the 1939 Code. This is contrary 
to the intention of Congress as appears 
from the above quotations, which was 
to liberalize the rule in the area covered 
yy the amendment. 

The 
yy themselves justify the test of present 
the 
regulations. Webster's dictionary defines 


words of the amendment do not 


establishment of need set forth in 


inticipate” as follows: “to experience 
beforehand; as, to anticipate pleasure; 
ilso, to expect; as, to anticipate disaster 
Synonym. See expect 

Webster's dictionary then defines “‘ex- 
pect” as follows: “to look forward to; to 
ook for with some confidence . . . Syn- 
ynyms expect, anticipate, hope, re- 
eard some future event as about to take 
place. Expect is the strongest, and im- 
plies some ground or reason in the mind 
for considering the event as likely to 
happen 

From these definitions, it would ap- 
pear sufhcient to satisfy a requirement 


of “reasonably anticipated needs” that 


ere should be some degree of likeli- 
hood, even though it falls far short of 
certainty. The regulations, however, do 
not adopt such a test, but on the con- 
trary do require certainty and present 
While the 


posed language permits the postpone- 


establishment of need. pro- 


ment of the execution of a plan, it re- 


quires that the need be established in 


the taxable year and that the specific 
means of meeting that need in the form 


f definite plans must have been pre- 


pared within the taxable year. There 


never was any 
the 1939 Code, 


of Section 537 nor the legislative history 


such requirement under 
and neither the language 


thereof justifies any such restrictive in- 
terpretation 


The proposed regulation 


For convenience in later reference, the 
proposed regulation, Section 1.537-1(b) 
|), is now set forth with each sentence 
lettered: 

‘(b) Reasonable anticipated needs. (1) 
R. In order for a corporation to justify 
an accumulation of earnings and profits 
lor reasonably anticipated future needs, 
there must be a clear indication that the 


future needs of the _ business require 
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such accumulation, and the corporation 
must have specific, definite and feasible 
plans for the use of such accumulation. 
S. Such an need 
used immediately, nor must the plans 
for its 


accumulation not be 
consummated within a 
short period after the close of the tax- 
able year, provided that such accumula- 
tion will be used within a reasonable 


use be 


time depending upon all the facts and 
circumstances the future 
T. Where the fu- 


ture needs of the business are uncertain 


relating to 
needs of the business. 


or vague, or the plans for the future use 
of the accumulations are uncertain, or 
where execution of a definite plan is 
postponed indefinitely, an accumulation 
cannot be justified on the grounds of 
reasonably anticipated needs of the busi- 
ness.” 

Proposed sentence R above sets forth 
two requirements: (1) a “clear indica- 
tion” that the future needs of the busi- 
and (2) 


“specific, definite and feasible plans for 


ness require accumulation, 
the use of the accumulation.” The first 
part of the sentence apparently stems 
from sentence M (above) of the Senate 
Report which makes “an indication” that 
future needs of the business require ac- 
cumulation sufficient. There appears to 
be no justification for the Commission- 
er’s changing the requirement from “an 
indication” to “a clear indication.” The 
second part of sentence R_ ostensibly 
stems from sentences H and N. But these 
sentences merely provide cases in which 
the amendment will apply; there is no 
basis in the legislative history for the 
second half of proposed sentence R re- 
quiring specific plans in every case. Sen- 
tence R taken as a whole cannot be sup- 
ported by the legislative history and, 
contrary to the intent of Congress, sets 
forth a more restrictive rule than existed 
under the 1939 Code. 

Proposed sentence S above sets forth 
a requirement that the accumulation 
“will be used within a reasonable time.” 
There is no support for this require- 
ment in the legislative history, and 
again, this sentence is more restrictive 
than the old law. 

Proposed sentence T above also var- 
ies both from the language of the statute 
and from the legislative history, in one 
minor respect and in one major respect. 
The minor respect is the use of the word 
“uncertain” in referring to plans. There 
is no reference to “uncertain” plans in 
the legislative history. There are refer- 
ences in the Senate Report, sentences F, 
H, J, N and P above, to “definite plans” 


or “indefinite plans,” but no reference 
to “uncertain plans.” It is recommended 
that Section 1.537(b)(1) use in its entire- 
ty the language of the Senate Report 
rather than attempt to rephrase same, 
in view of the possibility that such re- 
phrasing may introduce interpretation 
not intended by Congress. 

The major respect in which proposed 
sentence T above should be changed is 
that, while using phrases taken from the 
legislative history, it purports to cover 
the field of reasonable needs. 
However, the legislative history of Sec- 
tion 537 is carefully limited to the effect 


whole 


of Section 537 and was not intended to 
the field of 
needs. Thus, Senate Report sentences 


cover whole reasonable 
H, J, K, L, M and P above are all care- 
ful to state that they are dealing only 
with the Section 
537; they do not say that they are deal- 
ing with the whole field of reasonable 
accumulation, It the 


interpreting Section 


amendment made by 


follows that pro- 


posed regulation 
537 should not attempt to set forth in 
restrictive fashion all the rules applic- 
able to reasonable needs. 


Cases under 1939 Code 

Under the 1939 Code, a more liberal 
rule was applied than appears in the 
proposed regulation. In Breitfeller Sales, 
Inc., 28 TC 1164 (1957), acq. IRB 1958- 
13, dealing with the taxable years 1947 
and 1948, Mr. Friedman pointed out to 
the Commissioner, the taxpayer owned 
a Pontiac automobile agency -in Queens, 
New York. An adjoining territory had 
no Pontiac and 


agency taxpayer was 


making sales into that area. Taxpayer 
defended the accumulation of surplus on 
the ground that it would need $200,000 
to $250,000 to open a Pontiac agency in 
the adjoining area and that this might 
become necessary if some other dealer 
sought to obtain the franchise in that 
area. In holding that this was a reason- 
the 


accumulation, Tax 


Court said (at p. 1168): 


able basis for 

“The working capital needed to ful- 
fill petitioner's agreement with General 
Motors coupled with the expenses of 
physical expansion and the continuing 
possibility that it might be required to 
finance a new dealership in the adjoin- 
ing St. Albans territory (although re- 
spondent challenges the need for the St. 
Albans dealership, he howhere questions 
petitioner’s estimated figures, assuming 
the franchise were acquired) are alone 
sufficient to account for all of the con- 
temporary surplus. Petitioner’s directors 
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having currently faced the problem, cf. 
Smoot Sand & Gravel Corp., 241 F.2d 
197, reversing TCM 1956-82, cert. den. 
354 U.S. 922, and having, as we have 
found, made the required analysis of pe- 
titioner’s position, and the consequent 
decision that its existing resources could 
not safely be dispensed with, we are not 
in a position to assume, as would be 
necessary, that their true judgment was 
otherwise, or that the ostensible pur- 
pose of the failure to distribute divi- 
dends was different from its real motiva- 
tion. Dill Manufacturing Co., 39 BTA 
1023, 1031; J. L. Goodman Furniture 
Ca., 11 
existed during the tax period in con- 


TC 530. On the situation as it 


troversy, we conclude that respondent's 
action was unjustified.” 

Under the proposed regulation in 
question, the Breitfeller case would have 
to be decided against the taxpayer, with 
resulting frustration of the desire of 
Congress by Section 537 to liberalize the 
law in this field. 

In Smoot Sand & Gravel Corp., the 
tax years 1945-1950 were involved. The 
taxpayer was in the sand and gravel 
business. It defended an accumulation 
of surplus on the ground, among others, 
that its customers, who were in the 
ready-mix concrete business, were threat- 
ening to enter into competition with 
taxpayer in the sand and gravel business. 
Taxpayer contended it had to be ready 
with accumulated surplus to meet this 
contingency. 

The Fourth Circuit held for the tax- 
payer on this point, saying (241 F.2d) at 
pp- 205-206: 

“We think this was an improper way 
to dispose of the issue and that the rea- 
son assigned is not responsive to the 
claim asserted by the petitioner. If it 
was reasonable to anticipate a need for 
the petitioner to expand its business 
operations into the ready-mix field, it is 
immaterial that such expansion would 
not be voluntary. Nor is it a conclusive 
answer that the contingency never, in 
fact, arose to force petitioner to enter 
this new business area. These circum- 
stances do not reach the issue. What is 
material is whether or not petitioner 
reasonably believed that it might be 
forced into the ready-mix business as a 
defensive measure, and whether it rea- 
sonably intended to enter such business 
when and if the imminence of the 
threat should demand it . . . If the peti- 


tioner reasonably feared the contin- 
gency, it had the right to protect itself 
by providing a reserve. . . 
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“However, a contingency is a reason- 
able need for which a business may pro- 
vide, if the likelihood, not merely the 
remote possibility, of its occurrence rea- 
sonably appears to a prudent business 
firm.” 

Under the proposed regulations, the 
Smoot case would have to be decided 
against the taxpayer. 

Two other examples are offered of 
cases where accumulations should be 
permissible, but for which’ no room is 
provided by the proposed regulations: 

A taxpayer in the manufacturing 
business has the manufacturing done for 
it by a contractor. The taxpayer owns 
no plant. So long as the contractor per- 
forms, the taxpayer may have no need 
to accumulate surplus, but if the con- 
tractor ceases to produce satisfactorily, 
or is unable to produce the needs of the 
taxpayer’s expanding business, or de- 
cides to retire, or goes bankrupt, the 
taxpayer must be ready to step in at this 
point and acquire its own plant. Tax- 
payer has information that the contract- 
or’s financial position has become in- 
creasingly difficult. It is reasonable to 
accumulate against such a need, but the 
proposed regulation leaves no room 
therefor. 

Another taxpayer of small size is in a 
field dominated by giant corporations 
having hundreds of millions of dollars 
of assets. The taxpayer has been able to 
build up a satisfactory business by con- 
centrating on a single product. But if 
one of the large competitors should 
choose to bring out a competitive prod- 
uct, or if the taxpayer’s single product 
should lose favor, or if a large competi- 
tor decided to embark on a heavy adver- 
tising campaign to push its products as 
against the single product of taxpayer, 
the taxpayer must be ready with accu- 
mulated funds either to bring out a new 
product, or to improve its product, or it- 
self to embark on its own advertising 
campaign. Threats along these lines 
have been made by competitors. These 
are reasonable needs for which to ac- 
cumulate surplus, but the proposed reg- 
ulation leaves no room therefor. 

Based on his testimony as above, Mr. 
Friedman recommended that the pro- 
posed regulations be revised. He recom- 
1.537- 
1(b)(1) be eliminated, and that there be 
substituted therefor, verbatim, all of the 


mended that proposed Section 


Senate Report language quoted above 
(sentences (A) through (P) from pp. 69 
and 317-18 of the Senate Report); and 
that the following be added thereto: 


“However, Section 537 and the pre- 
ceding paragraph are not intended to 
cover the whole field of reasonable needs 
of business. Accordingly, reasonably an- 
ticipated needs may include contingent 
needs for which a business may provide, 
if the likelihood, not merely the re- 
mote possibility, of its occurrence reason- 
ably appears to a prudent business or- 
ganization.” 

Mr. Friedman also recommended that 
the first example in proposed Section 
.537-2(b)(1) of the regulations be revised 
to describe the following as a permissible 
accumulation: 

“(b)(1) To provide for bona fide ex- 
pansion of business or replacement of 
plant (including expansion into new 
fields by reason of threats to the estab- 
lished business relations of the taxpayer, 
where the Board of Directors reasonably 
believes that such expansion may be re- 
quired), if such proposed expansion or 
replacement is reasonably anticipated.” 

Mr. Friedman also recommended that 
the fifth example of improper accumula- 
tion in the proposed regulations (Sec- 
tion 1.537-2(c)(5) reading: “(c)(5) Reten- 
tion of earnings and profits to provide 
against generalized or unrealistic 
hazards.”’) be changed by striking out the 
reference to “generalized hazards,” in 
order to make sure that a taxpayer 
would be permitted to accumulate sur- 
plus against the generalized hazard of 
competition. 
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Tax considerations in planning for 


livestock operations 


by C. A. FREEZE 


Tax planning for the livestock operator involves important problems of choice of 


accounting methods, inventories, water rights and valuation for death tax purposes. 


In this article based on a paper read at the Texas Tech Tax Conference, Mr. 


Freeze analyzes these special problems and cites a number of cases to indicate 


solutions acceptable to the Service. 


|’ IS GENERALLY true that the most im- 
portant tax election the livestock oper- 
ator has is the kind of accounting meth- 
od he is going to use. Once he makes 
the election, he cannot change without 
permission from the Commissioner.’ If 
he is a new operator going to make his 
election, or if an old operator who plans 
to make a change,” he should have a 
good understanding of the accounting 
possibilities that are open to him. 

The livestock operator may choose 
either the cash method* or the accrual 
method of accounting, and several 
methods of valuing inventories are open 
to him if he elects the accrual method. 
The accrual method may be more con- 
ducive to accurate determination of eco- 
nomic income, but from a tax standpoint 
the cash method has the advantage. 
Under the cash method, the entire cost 
of raising livestock is charged to ex- 
pense. Moreover, if there are purchases 
of breeding or dairy livestock, these ani- 
mals are capitalized and depreciated. 
The result is that the cash method 
allows 100¢ of deduction for each dollar 
of expense; but when the breeding or 
dairy livestock is sold, the capital gain 
income is taxed at only 50¢ on the 
dollar.4 The cash method also has the 
advantage of providing flexibility of 
control in timing of income and deduc- 
Finally, when a cash method 
taxpayer dies, the fair market value of 
his raised livestock and other produce 


tions. 


escapes income taxation altogether.5 

If the accrual method is adopted, the 
method of valuing inventories is ex- 
tremely important. Like other business- 
men, the livestock operator may choose 


the straight cost, or the cost or market, 
whichever is lower, methods. Or, instead 
of these, he may elect to use either of 
two other methods peculiar to farmers: 
the farm price or unit livestock price 
method. 

The farm price method values crops 
and livestock at market price, less 
selling expense and cost of transporta- 
tion to the local market. In the case of 
breeding and dairy livestock sales, capi- 
tal gain will be minimized or eliminated, 
since the previous year-end inventory 
value is used as the basis when the sale 
of such animals is reported on Schedule 
1). 

This method is entirely appropriate 
for livestock feeders and traders also and 
many of them use it. However, it is re- 
sponsive to violent fluctuations of the 
market. When prices go up sharply, in- 
come tax on the increase will be paid 
even though the inventoried animals 
have not been sold and there is no cash 
coming in. While the reverse is true, 
namely, a tax loss will result from a de- 
cline in the market reflected in reduced 
inventory valuation, the average live- 
stock producer hasn’t a big tax problem 
anyway. 

The unit livestock price method is 
designed for livestock only and does not 
apply to crops. It theoretically values 
livestock of various kinds and ages at the 
cost of raising them to such “units.’’® It 
was first recognized by the Service in 
1944, being designed to substitute for the 
extremely difficult method of computing 
cost in the case of certain operators.? 
This method is not applicable to pur- 
chased mature animals, which are car- 
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ried in the inventory at true cost. If im- 
mature animals are purchased, the pur- 
chase price is increased each year by the 
unit amount used for raised animals. 
The mechanics of the method require 
that the raised animals be classified into 
age and type groups, or units. A constant 
price is applied to each group, and when 
the animal reaches maturity, the price 
remains unchanged. The prices selected 
should represent a fairly accurate esti- 
mated normal cost of raising the animal 
to the particular unit stage of develop- 
ment. Once selected, the unit prices 
must be adhered to. The fact that pur- 
chased mature animals must be carried 
in the inventory at cost sometimes makes 
it difficult to explain to a client why the 
cost of breeding animals so acquired 
cannot be decreased each year as they 
age. The answer is that this is a charac- 
teristic of the method; and that it can 
be circumvented by eliminating the pur- 
chased breeding animals from the in- 
ventory and placing them in the depre- 
ciation schedule. There a deduction can 
be obtained through depreciation, giv- 
ing proper allowance to salvage.8 


Drought sales of breeding livestock 
For taxable years beginning after De- 
cember 31, 1955, if animals held for 
draft, breeding, or dairy purposes are 
sold or exchanged solely because of 
drought, the taxpayer may elect to use 
the nonrecognition-of-gain provisions of 
the Code.® This election applies only to 
sales of draft, breeding, or dairy animals 
—not to stockers and feeders; and it ap- 
plies only to abnormal sales of such ani- 
mals—that is, the number of such ani- 
mals sold in excess of normal sales. In 
other words, gain is recognized from the 
sale of animals that normally would have 
been sold had there been no drought. 
Perhaps a rule of thumb may be ap- 
plied that nonrecognition will apply 
only if the number of breeding animals 
sold during any one year exceeds the 
number of animals acquired during that 
same year as replacements to the breed- 
ing herd. The replacement must be by 


1 Int. Rev. Code, Sec. 446(e). In order to secure 
the Commissioner's consent to a change of a tax- 
payer’s method of accounting, the taxpayer must 
file an application by letter with the Commission- 
er of Internal Revenue, Washington 25, D. C., 
within 90 days after the beginning of the taxable 
year in which it is desired to make the change. 
Proposed Regs. §1.446-1(e) (3). 

2It is too late to make a change for the year 
1958, since the application must be in within 90 
days after the beginning of the year of the 
change. Various adjustments are usually required 
before permission is granted. See Int. Rev. Code, 
Sec. 481. 

* Even though inventories are an important in- 
come-producing factor, the cash method of ac- 
counting is available to farmers. Regs. 39.22 
(c)-6. Proposed Regs. under the 1954 Code have 
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purchase. Also, the animals must be re- 
placed by the end of the taxable year 
immediately following the year of sale 


unless an extension is granted. 


Other involuntary conversions 


Under the 1954 Code,1® the involun- 
tary conversion provisions of the law 
were enlarged to include other gains re- 
sulting from the forced conversion of 
livestock into money. If one collects in- 
surance as a result of the death of an 
animal from disease or poisoning, any 
gains fall under the involuntary conver- 
sion provisions. Chere is the same result 
if the Government condemns the live- 
stock to check an epidemic and pays 


compensation for them. 


Regular sales of animals 


Under the Code,11 “property used in 
the trade or business” includes livestock, 
regardless of age, held for a period of 
12 months or more and held for draft, 
breeding or dairy purposes. There has 
been very little controversy over sales of 
animals which have actually produced 
offspring and which are carried in the 
records as part of the breeding herd; 
revenue agents allow capital gain on the 
sale. 

Regardless of whether the cash or 
accrual method is used, it is helpful to 
keep detailed inventory records, segre- 
gating animals held for sale from those 
held for breeding purposes; also to re- 
cord the date of acquisition of the breed- 
ing animals. Distinctive branding of 
members of the breeding herd and, if 
possible, their physical segregation from 
other animals could prove beneficial in 
meeting the burden of proof. 

The importance of being able to iden- 
tify animals held for draft, breeding or 
dairy purposes arises principally in sales 
of younger animals, especially those held 
for future breeding purposes. 


The exact age at which a young ani- 


not yet been issued, but it is presumed that this 
long-standing option will be continued. 

*Apart from the Code requirement that such 
animals be held for 12 months or more, their 
qualification as livestock held for (i.e., intended 
for, if not actually used for) breeding or dairy 
purposes must be insured. See for example, Mc- 
Donald v. Commissioner, 214 F.2d 341 (2nd Cir. 
1954). 

5 Burnett, 2 TC 897 (1944). 

®* For example, calves might be valued at $12.50; 
yearlings at $25; two-year-olds at $37.50; full- 
grown animals at $50. Unit prices used back in 
the 1940’s, when costs were cheap, will usually 
be much lower than those used today by a new 
operator. 

7T.D. 5423, December 15, 1944. 1945 CB 70. The 
Commissioner’s policy on this subject is ex- 


July 1958 


mal held for 12 months or more qualifies 
for capital gain treatment is still unset- 
tled. In the Fox case,12 the Tax Court 
held that until heifers reached the age 
of 26 months, and bulls 34 months, they 
could not breeders. The 
Fourth Circuit Court of Appeals,!8 in 
affirming the decision of the Tax Court 


qualify as 


stated, however, “The important thing 
is not the age of the animals, but the 
purpose for which they are held.” 

In a later case,14 the Tax Court went 
all out for the taxpayer and clarified its 
decision in the Fox case. The court ex- 
plained that the reason it used the age 
test in the Fox case was because an ap- 
proximate rule had to be established to 
determine which of the animals involved 
were part of the breeding herd, since 
the taxpayers relied exclusively on the 
fact that registration of purebred ani- 
mals was enough to classify them as 
members of the breeding herd. The 
Smith case, it said, was different. Rec- 
ords were kept so that at any time it 
could be determined which animals 
were in the breeding herd, and which 
were regularly sale. In 
holding for the taxpayers, the court re- 


available for 
minded the Commissioner that the 
phrase “regardless of age” written into 
the Code in 1951 indicates a clear in- 
tent to prevent age alone from being 
used as the criterion. In the McDonald 
case, the Second Circuit even recog- 
nized the calf crop as meeting the “held- 
for-breeding-purpose test.” 

Perhaps the most damaging case, from 
the taxpayer’s viewpoint, is the Gotfred- 
son case.16 Here the Sixth Circuit held 
that until the animals were actually in- 
corporated into the breeding herd they 
were not held for dairy purposes. Even 
in this case, however, it seems the court 
left the door open for taxpayers who 
could prove that young animals were 
held for breeding purposes. The court 
said: “We agree that the ultimate use of 
the young animals is evidence of the 
purpose for which they were held, but 
that is not the only test, and that young 
cattle could be held for dairy purposes 


pressed in Mimeograph 5790, 1945 CB 72, as fol- 
lows: “It is recognized that operating conditions 
existing in the livestock industry are such that 
actual costs in most instances are impossible to 
secure. Therefore, prices which reflect reasonable 
estimates of normal costs of production or prices 
which conform generally to industry estimates 
are acceptable. As to prices not previously estab- 
lished, moreover, the Commissioner will give 
great weight to the prices selected by the tax- 
payer and will aecept such prices unless they are 
abnormally low.” 

* See Koelling v. U. S., P-H 1957 Fep. Tax Serv. 
"72,529. The present Bulletin “F’” suggests a de- 
preciation period of eight years for dairy or 
breeding cattle, five years for breeding goats, 
and ten years for breeding horses. No differen- 
tiation is made between males and females, but 


even though not ultimately so used.” 

Thus it appears at this time that if 
meticulous care is given to the keeping 
of good records, the livestock producer 
has an excellent chance of obtaining 
capital gain treatment from the sale of 
immature animals held for draft, breed- 
ing or dairy purposes. 


Sale of water 

During recent years water has become 
of increasing importance to farmers and 
ranchers in the western and southwest- 
ern states. In 1955, the Service issued a 
Revenue Ruling!? which states that the 
rights to water underlying land owned 
by the taxpayer and used in his trade or 
business is an interest in real property. 
If this underlying water is held in ex- 
cess of six months, it qualifies as prop- 
erty used in trade or business.18 Any 
gain from the sale of such water rights 
is capital gain. This ruling also held that 
the grantor of water rights may, without 
losing capital gain treatment, reserve 
the right to use so much of the water as 
may be necessary to drill for and pro- 
duce oil, gas and other minerals, and 
also may reserve the right to use the 
water for the purpose of normal farm- 
ing and ranch operations and domestic 
use, but not for irrigation purposes. 

Where title to the water is retained, 
however, any sale of water from the 
reservoir is created as ordinary income. 
In this connection, attention is invited 
to the case of Crowell Land and Min- 
eral Corporation.1® There the taxpayer 
executed a contract of sale conveying to 
the vendee, with full warranty and title, 
all sand and gravel underlying a de- 
scribed property. The controversy arose 
over the fact that the vendee was to 
have only five years within which to re- 
move the sand and gravel, and at the 
end of that time was to issue a re-con- 
veyance to the taxpayer. Furthermore, 
if the vendee transferred or encumbered 
the gravel deposit without the consent 
of the taxpayer, the vendee was obli- 
gated to execute a re-conveyance. The 
court held that this was a sale of sand 


in practice the Service will recognize differences 
if the taxpayer's actual practice warrants it. It 
should be pointed out that the depreciation pe- 
riod does not commence until the animal reachex 
maturity. 

* Int. Rev. Code, Sec. 1033(f). 

1° Sec. 1033 (e). 

'l See. 1231(b) (3). 

1216 TC 854 (1951). 

18198 F.2d 719 (1952). 

't Estate of C. A. Smith, 23 TC 690 (1955). 

214 F.2d 341 (2nd Cir. 1954). This case was 
decided under the old law which reauired a hold- 
ing period of merely over six months. 

16217 F.2d 673 (6th Cir. 1955). 

'7 Rev. Rul. 55-295. 

'S Int. Rev. Code, Sec. 1231. 

18 242 F.2d 864 (5th Cir. 1957). 
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and gravel and not a lease, and that 
amounts received by the taxpayers were 
capital gains. It would seem that a 
terminal grant of water rights may be 
classified likewise. 


Death of taxpayer during year 


Ihe value of livestock for death tax 
purposes can be very important. Many 
times it is to the advantage of the heirs 
or the decedent’s estate to have a high 
value on the livestock rather than a low 
one. The decedent’s estate would indeed 
have to be extraordinarily large before 
it would be beneficial taxwise to pay 
death taxes on a cow listed only at $50 
and at the same time lose an increased 
tax basis of $100, assuming such to be 


Ten-year trust taxable as a corporation. 
The beneficiary of a testamentary trust 
created a new one to hold the inherited 
property at the expiration of the old. 
The trust is held to be an association 
taxable as a corporation. The full dis- 
cretionary powers granted to the trustees 
to manage and control the trust prop- 
erty show an intention to manage, not 
liquidate, it. The testimony and type of 
property indicated the prime motive 
continue 
1958-31. 


was to 


ICM 


operations. Cooper, 


Farm income of trust not beneficiary's 
own farm income. Income received by a 
beneficiary from a 


trust engaged in 


farming may not be included by the 
beneficiary in the determination of his 
“eross income from farming” for the 
purpose of computing the maximum 
allowable deduction for soil or water 
conservation expenses. In the year of 
termination of the trust, he may, how- 
ever, Claim a deduction for any of such 
expenses not used by the trust. Rev. Rul. 


58-191. 


No charitable deduction; distribution 
withheld pending litigation. Decedent 
had by will exercised a power of ap- 
pointment by creating a trust of the ap- 
in which charities 
Certain 
began litigation contesting the validity 


pointive property 


shared in. income. relatives 
of the exercise of the power and the 
local court ordered income accumulated 
1952, the 
year in issue, the trustee made no dis- 


pending adjudication. For 


tribution to charity and claimed no de- 
duction for charitable distribution on its 


its fair market value. This point is es- 
pecially applicable to estates of stock- 
men who were on the cash basis or on 
the inventory basis using the unit live- 
stock price method. It is extremely im- 
portant to decedents who were residents 
of Community Property states. A stepped- 
up income tax basis under these cir- 
cumstances is of more benefit when it 
applies to animals being held for sale, 
such as steers, calves and lambs, than 
when it applies to breeding animals. 
However, if the breeding animals are to 
be held for a number of years, the 
stepped-up basis will still serve a useful 
purpose through deductions for depre- 
ciation over the remaining life of the 
animal. ; 











income tax return. It now argues that 


was in error because the litigation was 
settled in 1954 by a high court de- 
termination that the charity was en- 
titled to part of the 1952 trust income. 
The district court held that a charitable 
deduction is not allowable because 
nothing was “during the taxable year 
paid or permanently set aside” for chari- 
ties as required by Section 162(a) of the 
1939 Code. That phrase, applicable to 
charities, differs from the phrase allow- 
ing a deduction for distributions to 
beneficiaries of amounts “to be dis- 
tributed currently.” If the distributee 
here were a_ beneficiary, the trustee 
would be allowed to deduct the amount 
ultimately determined to be distribut- 
able. Since the distributee is a charity, it 
Walker 


may not. This court affirms. 


Trust, CA-3, 3/12/58. 


Grantor-trustee not taxable; income not 
necessary to son’s support. Pursuant to 
a divorce decree, taxpayer created a trust 
under the terms of which income was 
payable for the support of his minor 
son until he reached 25, at which time 
he was to receive the corpus. Upon the 
death of the named trustee, taxpayer 
took over as trustee, crediting the in- 
come to the child’s account; he made 
payments from this account for the 
child’s support as he saw fit. The Tax 
Court held he is taxable on the trust in- 
come because it was dedicated to the 
support and maintenance of his de- 
pendent. The Tax Court noted that the 
alleged trust lacked 
creation and operation. This court re- 
verses. The trust income of over $8,000 


substance in _ its 
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a year was far more than needed for 
support. A court of equity would not 
permit trust funds to be wasted, despite 
the terms of the trust instrument. Taxa- 
tion to the grantor should be limited to 
amounts of trust income actually used 
for support. Hamiel, CA-6, 4/9/58. 


Income beneficiaries not taxable on dis- 
tribution from tax-free exchange (Old 
Law). Taxpayers were income benefici- 
aries of a trust which held Brill stock ex- 
changed for ACF-Brill in a tax-free ex- 
change. . In 


settlement of taxpayers’ 


claim that a portion of the proceeds of 


ahe exchange should go to them, they 


received certain ACF-Brill debentures. 
This distribution was intended to com- 
pensate for the fact that Brill had not 
paid dividends for many years. Although 
the trust had received the debentures tax 
free, the Commissioner asserted their 
value was taxable income of the bene- 
ficiaries under the general definition of 
income; the district court agreed. This 
court reverses. It agrees with the bene- 
ficiaries that the trust provisions of the 
Code are a comprehensive scheme for 
allocating the taxable income of the 
trust between the trust and beneficiaries. 
Non-taxable income of the trust does 
not become taxable on distribution. 
[Section 652 of the 1954 Code provides 
that income currently distributable to a 
beneficiary shall have the same charac- 
ter in the hands of the beneficiaries as 
in the hands of the trust.—Ed.] Dovey, 
CA-3, 4/21/58. 


Liquidation of trust not a taxable event. 
Taxpayer acquired her remainder in- 
terest in a trust, one-half upon the 
death of her father, and one-half upon 
The 


properties were distributed to her upon 


the death of her mother. trust 
the death of the life tenant. She claimed 
a loss at that time, not when she sold 
the property shortly thereafter. The Tax 
Court held, and this court affirms, that 
the distribution is not a taxable event. 
In determining gain or loss on sale of 
this real estate, the basis to the taxpayer 
of property received because of the re- 
mainder interest from her mother is 
fair market value at the time of the 
mother’s death because the property she 
received for this interest was held by 
the trustee at the mother’s death. The 
basis of property coming because of the 
remainder interest received under her 


father’s will was cost to the trustee, since 
it was purchased by the trust after her 
father’s death. Pierson, CA-3, 3/27/58. 
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Watch for tax traps in partners’ 


contributions of inventory, equipment 


es MOST PARTNERSHIPS formed 
today are the outgrowth of pre- 
existing sole proprietorships. In some 
cases two proprietorships are being put 
together; in others, an employee or a 
relative is being taken in. Whenever a 
partnership succeeds to a_ pre-existing 
business, there are apt to be hidden tax 
traps. It is the purpose of this article 
to discuss two of these hidden tax traps 
and to give practical advice as to how 
to prevent them from causing trouble. 

The first problem involves the trans- 
fer of property to the partnership at a 
value in excess of its basis for income 
tax purposes. When this property is con- 
verted into cash, unless precautions are 
taken, all of the partners will have to 
share the tax on the gain. The second 
tax problem arises when a _ cash-basis 
business is transferred to an accrual- 
basis partnership. Unless precautions are 
taken in the partnership agreement, 
there can be a terrific doubling up of in- 
come. 


Transfer at more than tax basis 


A and B, who are both in the 30% 
tax bracket, agree to form a partnership. 
A will contribute $10,000 in cash, and B 
will contribute an inventory which has a 
$10,000, 
only $2,000. If no thought is given to the 


value of but which cost him 
income tax consequence at the time of 
the formation of the partnership, A will 
find that, when the inventory has been 
sold, he will be required to pay a $1,200 
tax on a $4,000 gain. He will find that 
he has made a total investment of $11,- 
200, but has a partnership interest worth 
only $10,000. The fact that he has a basis 
for that interest of $14,000 and can 
deduct a $4,000 loss when the partner- 
ship dissolves is of little solace to him. 
He will expect that his tax adviser, at 
the time of preparing the partnership 
agreement, will protect him against such 
unforeseen results. 


It is conceivable that such protection 
could be given by having the partner- 
ship go on the Liro method of ac- 
counting. However, in order to prevent 
the tax from arising, it would be neces- 
sary for the partnership to maintain 
this inventory at $10,000 with purchases 
of that amount annually. Furthermore, 
we would be only postponing the evil 
day. Accordingly, we will dismiss Liro 
as a solution to this problem. 

Prior to the enactment of Section 
704(b) of the 1954 the 
method of protecting the partner who 


Code, only 
contributed cash was to reduce the value 
of the inventory by the tax which had to 
be paid thereon. This is on the theory 
that the inventory should go on. the 
partnership books at its net realizable 
value; i.e. the cash realized less the tax. 
Under this method, the inventory would 
be valued at $7,600. Either B would 
put in an additional $2,400, or A would 
reduce his contribution to $7,600. We 
will assume that B puts in the additional 
$2,400. 

Now, when the property is sold, the 
partnership will have cash of $22,400. 
A’s one-half interest of $11,200 is equal 
to his $10,000 original contribution plus 
the $1,200 tax he paid on his share of 
the gain. In addition A has a basis of 
$14,000 for his interest and upon final 
dissolution of the partnership will de- 
duct a loss of $2,800. 

704(b) of the 1954 
Code, the partnership agreement can 
provide that any gain on the sale of the 
inventory shall be ascribed to B. After 
the inventory is sold, B will report the 
entire gain of $8,000 and pay the tax 
on it. There will be cash of $20,000 in 
the partnership and A’s one-half in- 
terest therein is equal to his original 
contribution. In addition, A will still 
have his basis of $10,000 and B also will 
have a basis of $10,000. It should be 
noted that, in some instances, ascribing 


Under section 


all of the gain to B may result in its 
being taxed at a higher rate than when 
it is split between A and B. Otherwise, 
the net tax effect of this method is the 
same as the first. 

On the face of it the second method 
would appear to be preferable in most 
circumstances because it does not result 
in giving A any additional loss upon dis- 
solution. However, we have made com- 
putations of the tax effects of these two 
methods when the property is sold for 
either more or less than $10,000. We 
that, under circumstances, 
ascribing all of the tax to B under sec- 
tion 704(b) does not produce as equit- 
able a result as reducing the value of the 


find such 


inventory by the assumed tax. 

Let us assume the property is sold for 
$5,000. Under the first method A has 
paid in $10,450, but has a partnership 
$8,700. He has 
$1,750. Under the 
second method he has paid in $10,000, 
but has a partnership interest worth only 
$7,500 and has suffered a loss of $2,500. 


interest worth only 


suffered a loss of 


Now let us assume that the property 
its original $2,000. 
Under the first method, A sustains a loss 
of $2,800, under the 
method he sustains a loss of $4,000. None 
of these losses is deductible, because, for 


brings only cost, 


whereas, second 


tax purposes, they simply do not exist. 
For tax purposes the property has a 
basis of $2,000 and, unless it sells for less 
than that figure, there is no loss, Ob- 
viously, A would prefer a method under 
which his partnership interest is reduced 
the least. 

When the property sells for over $10,- 
000, we find that A is unduly benefited 
by the second method. Thus, if it sells 
for $15,000, he has a net gain under the 
first method of $1,750, which is exactly 
what he should have. Under the second 
method, however, he has a net gain of 
$2,500. Assuming that the gain is the 
result of simply holding the property 
until a better bargain is found, B can 
very properly object that he should not 
pay the tax on the entire gain. 

All of these difficulties can be avoided 
by having B sell his inventory to the 
partnership for $10,000 under section 
707(a) and take his gain immediately. 
When it is sold for more or less than 
that amount, the gain or loss will be 
recognized in full for tax purposes. Al- 
though ascribing the gain to B in the 
partnership agreement will operate 
equitably if the property is sold for the 
exact amount at which it is valued in 
the agreement, it will not operate equit- 
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ably if more or less than that price is 
obtained. This should be taken into ac- 
count in preparing any partnership 
agreement in which property having a 
basis of less than its value is contributed 
to the partnership. If the owner of the 
low-basis property is unwilling to take 
his gain immediately, the property 
should be valued at its net realizable 
value, namely, fair market value less the 
tax which will have to be paid on the 


gain. 


Transfer of depreciable property 

If, instead of transferring inventory 
with a basis of $2,000 and a value of 
$10,000, B_ transfers 
with the 


machinery and 
equipment same basis and 
value, substantially the same problem is 
presented. However, the problem is 
aggravated by the fact that, until such 
time as the machinery is sold, it must 
be depreciated. The depreciation is de- 
ductible from ordinary income, whereas 
any gain upon sale is taxable at capital 
gains rates. In the case of our two part- 
ners, the depreciation is deductible from 
income taxed at 30% and the capital 
gain is taxed at only 15%. 

We could 
704(b), 


provide, under section 
that the depreciation shall be 
allowed solely to A and the gain on the 
sale shall be taxed solely to B. If the 
property is held until it wears out, A 
will get a total depreciation deduction 
of only $2,000. The actual depreciation 
loss to the partnership is, of course, 
$8,000, and the tax gain which is lost 
is $2,400. In the long run it would seem 
better either for B to sell the property 
to the partnership or to ascribe a value 
of $7,600 to it for partnership purposes. 
It does not appear that section 704(b) 
presents an adequate solution to this 
problem. 


Cash to accrual basis 

Several years ago C started out in the 
plumbing business on his own. At first 
he purchased materials for each job only 
as it came along. With the passage of 
time, however, he accumulated items 
that were not needed on the jobs for 
which they were purchased and started 
buying two and three of an item at a 
time in order to save delivery expense 
and to have materials ready for any 
emergency. As a result, he now has a 
substantial inventory. He should be on 
the accrual method, but he has never 
shown any inventory on his books or on 
his tax return and no revenue agent has 
bothered him about it. 


At this point D comes along, who is in 
the same situation as C, and they decide 
to form a partnership. Their tax adviser 
realizes that they can no longer conceal 
the fact that they have an inventory 
which should be on the accrual basis. 
Therefore, in setting up the partnership 
agreement, he provides that the partner- 
slip shall use the accrual method. 

C and D each has inventory, accounts 
receivable and work in process. Each of 
these items has a basis of zero in their 
hands. Each will have a basis of zero in 
the hands of the partnership. Unless 
careful precautions are taken at the time 
of forming the partnership, the tax re- 
sults could be disastrous. 

No credit will be given for the work 
in process in determination of the profit 
upon completion of those contracts. ‘The 
closing inventory will be taxed at its full 
value with no deduction for the amount 
of the opening inventory. The income 
for the year will include the accounts re- 
ceivable at the beginning of the year, 
the amounts collected during the year 
on work done during the year and the 
accounts receivable at the end of the 
year. The doubling up can be quite sub- 
stantial. 

We cannot eliminate the tax on these 
items. However, careful planning can 
considerably minimize the effects. 

In the first place, the two partners 
should not transfer their inventory to 
the partnership. Each of them should 
keep his own inventory and, as the part- 
nership needs items, it will buy them 
from the partner. It is possible that it 
will take two or three years before the 
partnership will have bought all of the 
inventory. The amounts received by the 
partners individually, must, of course, 
be reported as income by them. It may 
be that, at the end of two or three years, 
each partner has on hand certain odds 
and ends which cannot be used by the 
partnership. He can then sell them for 
junk, and he will have eliminated a vex- 
ing valuation problem which would have 
arisen had he transferred them to the 
partnership. 

Each partner should keep his own 
accounts receivable. As he collects them, 
they will, of course, be taxable income 
to him. However, it may be that collec- 
tions will take more than a year and it 
is probable that certain of the amounts 
Under such 


will never be collected. 


circumstances, the uncollected items 


simply will not be reported as income. 


Here again, valuation problems are 


avoided, and it is possible to spread the 
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income over at least two years’ time. 

The partnership agreement should 
provide that the partnership will com- 
plete all jobs started by each of the part- 
ners. Upon completion, the total con- 
tract price will be allocated between the 
partner who started the job and the 
partnership, upon the total 
amount expended by each. The part- 
nership will report only the income it 
actually earns. Each partner will report 
his share of the income. This will avoid 
requiring one partner, possibly, to pay 


based 


a tax on the income earned by the other 
prior to the inception of the partnership. 
Also, it may result in spreading some of 
this income over more than one year. 
Needless to say, a great deal depends 
upon when the partnership is formed 
and what accounting year it adopts. If 
the partnership is formed in September 
and goes on a calendar year, there is a 
much better opportunity of spreading 
the income over two years than if it 
starts out at the beginning of a calendar 
year. It might be best for each partner, 
if possible, to complete all of his work in 
process and to collect his accounts re- 
ceivable before starting the partnership. 
Then the only problem which remains 
is the inventory which, normally, can be 
absorbed over a two or three-year period. 


Conclusion 


Whenever a partnership is formed, the 
opening balance sheet should be at- 
tached to the partnership agreement. 
The tax adviser should inquire as to 
whether the assets shown on that bal- 
ance sheet have a tax basis equal to the 
value ascribed. Wherever that basis is 
less than the value shown, hidden taxes 
may result, and we hope we have given 
you some hints as to how these taxes can 
be minimized. we 


New decisions 





Agreement naming wife as partner not 
bona fide. Taxpayer and his wife entered 
into a agreement under 
which she contributed $1,500 cash and 
he $4,500 in lithographing materials. 
The agreement provided that the wife 
was to receive 40% of the profits. She 


partnership 


took no part in the business, performed 
no services and received none of the 
profits. The court finds the parties did 
not intend a bona fide partnership ar- 
rangement. All the partnership profit is 
properly allocable to taxpayer. Haass, 
DC N. Y., 4/3/58. 
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Should false information on job application 


bar unem ployment benefits ? 


_. U. S. DEPARTMENT OF LABoR pub- 
lishes the monthly Labor Market and 
Security. A 


carried a very timely article captioned, 


Employment recent issue 


Falsifying Employment Applications. 
This covers an area of increasing im- 
portance. The article states in part: 


\s employment application forms 
have steadily become longer and more 
detailed, the number of workers dis- 
charged for falsifying their job applica- 
tions seems also to have grown. Benefit 
appeals decisions reflect an increase of 
“misconduct” cases involving workers 
discharged for giving false information 
to employers in their job applications. 

The subject matter of these untruths 
varies. They may concern the job appli- 
cant’s age, physical condition, working 
experience, education or training, previ- 
ous arrests or criminal record, former 
employment and reasons for leaving that 
employment, or a_ variety of other 
matters. Whatever the subject, the un- 
employment benefit claim of a worker 
who has been discharged for falsifying 
a job application will usually raise the 
question: Should he be disqualified for 
having been discharged for misconduct 
connected with his work? 

Misconduct connected with the work 
is usually described in terms of a willful 
and substantial disregard of the em- 
ployer’s interest that deliberately violates 
the worker’s obligation to the employer 
and is likely to injure the employer’s in- 
terest. Thus, deliberate violation of rules 
of conduct that prescribe how the work 
is to be done and how workers are to 
their work is 


conduct themselves in 


ordinarily classed as misconduct con- 
nected with the work. By contrast, viola- 
tion of employer rules on selection and 
retention of personnel is usually not con- 
sidered misconduct. For example, the 
employer's rules may prescribe termina- 
tion of the services of any woman em- 


ployee who marries. Discharges made 


in accordance with this rule are hardly 
considered to be discharges for mis- 
conduct connected with the work. 

The 


were discharged because they gave false 


benefit claims of workers who 
information on their job applications 
raise the question: What kind of rule 
was violated? The obvious answer would 
seem to be that the misrepresentation 
violated a rule of selection. But this con- 
clusion, which would prevent disqualifi- 
cation, is frequently rejected by appeals 
authorities for a variety of reasons. Some 
base their rejection on the subject 
matter of the falsification. For example, 
it may be urged that, by concealing a 
prior discharge for fighting, the claimant 
has injured the new employer by trick- 
troublemaker. 
Others take a more sweeping approach. 
They reason, in effect, that the claimant 


ing him into hiring a 


begins his obligations as an employee 
when he files his application for work. 
One of his obligations is to give the 
employer truthful answers in all material 
things. 

A Michigan court 
(Crawford vs. Michigan Employment Se- 
curity Commission, Wayne County, No. 
279,772; BSSU1 MC-140.25-43) _ illus- 
trates the narrow path that appeals au- 


circuit decision 


thorities must tread in these cases. Craw- 
ford, the claimant, had worked as a 
diamond cutter for a Detroit firm, the 
Abrasive Tool Company. He was dis- 
charged for attempting to organize a 
union. One of the tool company owners 
told Crawford that he was being “‘black- 
balled” and that the owner would see 
to it that Crawford never worked in an- 
Detroit. Al- 
though he tried, Crawford was unable 
to get any other job in a diamond shop 
in the Detroit area. He then applied for 
and obtained work at the Fleetwood 
plant of the General Motors Corpora- 
tion. In his application, he said that he 
had quit the tool company. When the 


other diamond shop in 


Fleetwood plant discovered that he had, 
instead, been discharged by the tool 
company, Crawford was forced to resign 
or be discharged. 

Initially, Crawford was disqualified by 
the Commission. He appealed to a 
referee who removed the disqualifica- 
tion. The appeal board, however, re- 
stored the disqualification and it re- 
mained for the circuit court finally to 
remove it. Said the court: 
find such 
misconduct on the part of the claimant 


“This court is unable to 


in the instant case. There was no dis- 
regard of the employer’s interest on the 
part of Crawford nor any intent on his 
part to injure his employer. The falsifi- 
cation appears to have been dictated by 
such circumstances 


necessity. Under 


Crawford’s conduct seems understand- 
able and harmless and the deception he 
practiced constitutes no more than a 
misrepresentation of immaterial nature. 
It seems also evident that no harm could 
come to the employer as a result of 
Crawford’s statement he had voluntarily 
left Abrasive. General 
Motors Corporation has advanced the 


Respondent 


contention that, by keeping Crawford in 
its employ after learning of the false 
statement in his application, it was 
running the risk of having in its employ 
an agitator or troublemaker. There is 
no support whatever in the record to 
justify such a surmise. Crawford’s dis- 
charge by Abrasive had been completely 
unrelated to the quality of his work 
performance or his ability to get along 
with other employees. There is no testi- 
had 
acted belligerently or as an agitator, 


mony that Crawford at any time 


either at Abrasive or General Motors. 
There is not even proof in this record of 
information General Motors might have 
received from Abrasive concerning such 


alleged agitation.” 


Concealing dishonorable discharge 

A much stricter approach is evidenced 
by an Indiana referee decision (57-IBA- 
356, BSSUI, MC-140.25-65) disqualifying 
a claimant who was dismissed because he 
had concealed his dishonorable discharge 
from military service. The employer was 
a steel mill 
mention the 


and the referee does not 


reason for the claimant's 
dishonorable discharge or when it oc- 
curred. Neither does he touch upon the 
effect of the claimant’s falsification on 
the employer’s interest. Instead, the 
referee, striking a blow at the sanctuary 
of rules of selection and retention, said: 

“The referee believes that the claim- 
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ant’s action in falsifying as to his mili- 
tary status when preparing his applica- 
tion for employment was not in itself 
misconduct in connection with work. 
However, when the claimant accepted 
the terms of his contract of hire and 
started working for this employer with- 
out reporting the true conclusion of his 
military status, his acts of concealment 
were sufficient to establish misconduct 
in connection with work. Mere ‘puffing’ 
by an applicant for a job will not estab- 
lish misconduct. However, in this case 
the claimant was failing to divulge one 
of the most important adverse factors 


of his life.” 


Concealing arrests 

\ more sweeping Categorization of dis- 
charges for falsifying employment appli- 
cations as discharges for misconduct was 
reflected in a Kentucky referee’s deci- 
(57-2164-UCFE). After 10 months 
clerk, the 
claimant was discharged by the employ- 


sion 
of satisfactory service as a 


ing Federal agency for “falsification of 


arrest record, immoral conduct and 


habitual use of intoxicants to excess.” 
In her appeal, the claimant explained 
that she withheld information as to her 
arrests because she was now living an 
entirely different life, because she did 
not want to reveal her unfortunate past 
and because she needed a job. While 
the referee reduced the claimant’s dis- 
qualification from 12 to 2 weeks, he felt 
compelled by Commission precedents to 
hold that 


conduct connected with the work. 


her discharge was for mis- 


Misstating age 

In (544-452-57R, BSSU], MC-140.25-61, 
afhrmed in Appeal Board No. 61,271-57), 
an insurance company employee had 
stated her birth date on a job applica- 
tion as May 26, 1902. Actually she was 
born June 28, 1897. The employer had a 
special pension plan known as its “Spe- 
cial Mature Program” under which it 
hired women aged 45 to 55, so that the 
oldest among them might benefit under 
the plan after having been employed at 
least 10 years. The company would not 
hire any woman over 55, since she could 
not benefit under the pension plan. The 
claimant, after being hired, was asked 
for proof of her age. She was unable to 
produce it and she was discharged. 

Che referee reversed the disqualifica- 
tion that had been imposed on _ the 
claimant and held that she had not been 
connected 


discharged for misconduct 


with the work: 


“There is no inherent moral turpi- 
tude in a woman’s diminishing her age. 
It is a well known aspect of our so- 
ciety that women, by and large, with 
rare exception, reduce their true age 
for any one of a number of purposes, 
all of which are calculated to maintain 
their status as desirable women in the 
eyes of the public at large. Our entire 
cosmetics industry is geared to the con- 
cept that women must make themselves 
appear younger than they are, particu- 
larly the woman who grows older. 
Women who vote, with more frequency 
than not, give their ages to be “21 
plus” without revealing their true age. 
Women who apply for jobs, particular- 
ly those who get on in years, find it 
necessary, in fact imperative, not to show 
themselves to be as old as they are. It 
is a matter of survival in many cases 
that these women belittle their true age 
in order to obtain gainful employment, 
for newspaper advertisements limit the 
hiring age for women generally to 45. 

“The claimant herein, knowing that 
she otherwise would not be employed, 
misstated her age in order to get the 
job. There is no proof that this misstate- 
ment of age is a detriment or a menace 
risk in 


or a with 


claimant's continued employment by the 


any way connected 
employer. Rather, it is a detriment to 
the interest of the claimant herself, for 
were she to give up her employment by 
the company sooner than 10 years hence, 
she could not profit under its program. 
The desire of the employer to provide 
its employees with a suitable pension is 
laudable, but that 


does not alter my 


that there was no inherent 


wrong-doing 


conclusion 


subject to moral dis- 
approval in claimant’s failure to state 
her age correctly.” 


While 
form pattern, they raise the question of 


these decisions show no uni- 
the net trend which benefit appeals deci- 
sions on falsifying employment applica- 
tions are following. Where is the line to 
be drawn between rules of retention and 
selection and rules of conduct? 


Eagle-eyed editor causes 


IRS release on prizes 
TAX MEN who noticed a story in the 
New York 


cently on taxability of prizes awarded 


newspapers in the area re- 
to salesmen have to thank our colleague, 
Peter G. Dirr, editor of our Payroll Tax 
Department. Mr. Dirr spotted a syndi- 
cated newspaper column by Sam Daw- 
son in the World Telegram which said 


that a trip as a prize was very popular 
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with many salesmen because “they pay 
no income tax on the cost of the trip.” 

Mr. Dirr, who is vice president of 
McKesson Inc., wrote the 
World Telegram calling attention to the 
error and also suggested to the IRS in 
New York that they issue a press re- 


Robbins, 


lease to correct any misapprehension 
that might exist in the public mind on 
this question. The Regional Commis- 
sioner later issued a press release. v 


Delaware unemployment 


benefits increased 
THe DeLAWwARE Unemployment Com- 
pensation Law was recently changed to 
provide that, effective April 1, 1958, 
the maximum weekly unemployment 
benefit would be raised from $35 to $40. 
At the same time the total benefits at- 
tainable by an unemployed individual 
in the State of Delaware were changed 
to the lesser of 26 times the weekly 
benefit amount or 29% (formerly 26°) 


of base-period wages. 






° e 
New decisions 
suggested for computing 
stated take-home-pay bonus. The follow- 
ing formulas are 





Formulas 


acceptable by the 
Service for use by an employer in com- 
puting the gross amount of a bonus 
when the employer wishes to give the 
employee a stated amount of take-home 
pay, and to pay on the employee's be- 
half the applicable withholding and 
FCIA taxes: (a) Increase net bonus by 
25.32%, to reflect an 18% withholding 
and 2.25%, FCIA tax; (b) increase net 
21.95% 
18%, withholding tax, if the employee is 
not subject to FCIA. Rev. Rul. 58-113. 


bonus by to reflect only the 


Corporate treasurer liable for failure to 
pay withheld taxes. After the principal 
property of the corporation, a boat, had 
been sold, the corporation’s treasure1 
withdrew the proceeds. At this time the 
corporation owed withholding taxes it 
had failed to pay over to the Govern- 
ment. The Government had purportedly 
levied on the proceeds of the boat sale 
and now sues to enforce a_ penalty 
against the treasurer for failure to sur- 
render property subject to a levy. The 
court rules against the Government be- 
cause sufhcient evidence of the levy had 


How- 
ever, defendant admittedly is liable as 


not been introduced at the trial. 


an officer who failed to pay over with- 
held taxes. Angell, DC R. L., 2/13/58. 
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Revolution in state taxes when computors 


figure comparative costs to business 


yee rAX MAN who leafs through gen- 
eral business journals from time to 
time may have read, with somewhat the 
same attitude he has toward travel to 
the moon, of the application of the 
mathematical methods of operations re- 
search to business problems, particularly 
those involving so many variables they 
can be solved only by use of electronic 
The 


sion we have seen of the possibility of 


computing machines. first discus- 
applying such methods to problems in 
which one of the variables is local taxes 


was a talk by Leonard E. Kust, general 


tax counsel of Westinghouse Electric 
Corporation, at the Third Annual 
House Council Institute at the Uni- 


versity of Wisconsin, last summer, The 
Tax Executive, of which Mr. Kust is 
executive editor, printed his entire talk. 
We bring you here, with permission, 
that part dealing with possible new 
methods of handling the tax differential 
problem. 
“So far as I know,” Mr. Kust said, 
“the shaping of marketing methods to 
minimize taxes has been a sporadic en- 
Why is this so? Well, the rea- 
sons are many—indeed, so many that 


deavor. 


they add up to a single reason: The 
problem is too complex to be solved 
with the means presently available. 
“Let us take a simple example. Better 
Mousetrap, Inc. built a plant ten years 
ago on East Washington Street in Madi- 
son, Wisconsin. Its mousetrap has been 
such a success that business is slumping 
for lack of It de- 
cides to undertake sales in Illinois. The 


mice in Wisconsin. 
company has alert tax counsel and im- 
mediately the question comes up of how 
this new market should be penetrated 
at the least tax cost. Should manufac- 

itinerant sales- 
men working from the Wisconsin plant, 
or a sales office in Illinois be used? And 
should the office, if used, be 


operated as a branch or as a separate 


turers’ representatives, 


sales 


corporation and with or without stocks 
of goods? In the case of each of these 
possibilities should the orders be ac- 
Wisconsin? 
but not all, of the 
possibilities. In addition, the effect of 
each possibility on any franchise, net 
and gross income, sales and use, real 
and personal property and payroll taxes, 
both in Illinois and Wisconsin, must be 


cepted in Illinois or in 


These are most, 


measured and combined. It is apparent 
that even in this simplest of all exam- 
ples two sets of computations, one for 
Illinois taxes and one for Wisconsin 
for each of the 


possibilities mentioned, totaling some 80 


taxes, must be made 
separate computations, some of them, 
of course, quite simple. While cumber- 
some, the problem is still manageable 
at this elementary stage. 

“But more 
or all 48 states to your market area and 


now add _ several states 
the permutations become formidable in- 
deed. Let us assume, however, that your 
tax staff has the stamina and the time, 
and that it solves the optimum market- 
ing method incurring the least overall 
state and local tax burden in your in- 
terstate market. You may yet be doing 
your install 
must be 


taken into account. The optimum mar- 


company a disservice to 


it. Other distribution costs 
keting method from the tax point of 
view may well have so increased trans- 
portation costs, warehousing costs, ma- 
terial handling costs, clerical costs or 
other distribution expenses as to over- 
weigh the tax saving achieved. Add these 
to your computation and the permuta- 
tions are overwhelming. But let us as- 
sume that you are still undaunted and 
succeed—and I do not know how this 
would be done—in measuring a net ad- 
vantage in the tax savings over any 
increase in other distribution costs. You 
must then finally match this against the 
substantially unmeasurable impact of 
the indicated marketing method on com- 


mercial effectiveness. This must be large- 
ly a matter of sales-management judg- 
ment. On this hard fact of business life 
many a fine plan for saving taxes has 
been broken. 

“I think I have said enough to justify 
the conclusion that it is the immensity 
and the complexity of the problem that 
are responsible for the lack of its satis- 
factory solution. I do not know of any 
company that has devised and employs 
a workable procedure to determine com- 
prehensive relative tax costs of various 
the 
challenge of the opportunity for tax 
savings is there. What is to be done 
about it? I think something will be 
done. 


marketing methods. Nevertheless, 


Solution is in sight 


“While the science of methodology has 
to date been unequal to the task, a 
breakthrough is clearly to be anticipated. 
With the aid of the remarkable recent 
growth in electronic computer tech- 
nology I have no doubt that a procedure 
can be programed for a computer which 
would solve our problem. It is already 
getting some attention. It has been the 
subject of tentative discussion in our 
company. Computer simulation is al- 
ready being experimentally employed to 
compare alternative distribution meth- 
ods with the objective of reducing the 
aggregate of inventory handling, trans- 
portation, storage and investment costs. 
It is inevitable that these electronically- 
aided surveys of distribution costs will 
be enlarged to include taxes. Indeed, 
that they do not comprehend taxes is 
a recognized defect in the present ef- 
forts, since indicated transportation or 
other distribution cost savings may be 
partially or wholly offset by increased 
taxes. Computer technology and the 
state of the art of so-called ‘operations 
research’ in this field, however, are still 
in their infancy and are not yet wholly 
ready, I am told, to cope with the prob- 
lem. But it is fair to predict that they 
soon will be. 


Prospects from solution of problem 


“What are we likely to find when 
comprehensive analysis with the aid of 
electronic possible? I 
think perhaps we may find less than we 
anticipate, but this will no doubt de- 
pend to a large extent on the size and 
kind of business involved. The small 
company with a single product and a 
growing market may find a good deal 
of tax saving to be achieved, since it 


computers is 
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will have the flexibility to shape its 
marketing methods to the pattern pre- 
scribed. The large, nationwide company 
with widely diversified products, and 
consequently many markets, and with 
geographically dispersed plants and dis- 
tribution facilities may find the ad- 
vantage to be gained not worth the 
reshuffing of its present organization. 
When you recognize that a marketing 
method which saves one kind of tax 
in a state is frequently accompanied by 
an increase in other taxes in that state 
or in other states, large gains through 
changes in marketing methods in a 
nationwide business are not likely to be 
produced. Moreover, substantial changes 
in marketing methods for the sole pur- 
pose of giving a tax advantage today 
which, in view of the constantly chang- 
ing tax rates and tax levies, may be 
lost tomorrow are not always justified. 

“I think, however, that it is idle to 
view the tax aspects of marketing 
methods in isolation. If computer tech- 
nology is to be used in this area, it 
will be used to appraise marketing meth- 
ods against the total of distribution 


costs, of which taxes will, of course, 
certainly be one element. This is the 
only sensible approach to the problem. 
In this way taxes will have their proper 


and definite relative impact in the ap- 


praisal and shaping of marketing meth- 
ods. Out of such comprehensive, com- 
puter-aided analyses I am sure there 
will come changes in marketing methods 
which will minimize distribution costs, 
including state and local taxes. 
“Turning for the moment from the 
impact on business decisions to the im- 
pact on state tax systems, I think it is 
justifiable to surmise that when elec- 
tronic measurement of comparative costs 
of various marketing methods becomes 
widespread, state tax systems will also 
have to be reshaped—reshaped more 
nearly to neutralize the tax variable in 
the computations of distribution costs 
by business. With our present difficulty 
through conclusive 
measurement the unfavorable relative 


in demonstrating 


impact of a particular state’s tax system 
on manufacturing and marketing costs, 
it has not always been possible to move 
state legislatures and tax administrations 
to any action. This should no longer be 
so, comes the computer revolution. Giv- 
ing further flight to my fancy, with 
dependable and comprehensive compu- 
tations of tax impacts to guide them, 
the states may even be induced to move 
toward that much commended goal of 
uniformity in tax systems in order to 
achieve a greater degree of tax neutrality 
in business decisions.” ¥ 


New state & local decisions 





Dividend income held apportionable. 
Under the corporation franchise tax 
law in Vermont, net income means total 
net income as defined by the Code in 
effect in 1947. Taxpayer received divi- 
dends for which it claimed on its Federal 
return a credit for dividends received. 
Ihe court holds the dividends received 
by the corporation were an integral part 
of its net income and that the applica- 
tion of the three-factor formula to total 
net income resulted in no more than 
a fair and reasonable allocation of in- 
come attributable to the business trans- 
acted in the state. The taxpayer had 
urged that the inclusion of the dividends 
in computing net income violated the 
Due Process Clause in that the state was 
thereby taxing extra-territorial activities. 
Gulf Oil Corporation, Sp. Ct., Vt., Feb. 
1958. 


“Original package” doctrine not ap- 
plicable to supplies. Imported lumber 
and wood veneers stored by taxpayer in 
the form in which they were received 


were assessed for property taxes. The 
lumber was received unbundled and 
unplaned, and when removed from the 
carrier was stacked to facilitate “‘air-dry- 
ing” in taxpayer's storage yard, a part of 
the process which precedes the conver- 
sion of green lumber into manufactured 
products. The wood veneers were re- 
ceived in bundles bound together by 
metal straps and were warehoused in the 
form received until actually used in the 
manufacture of veneer products. Tax- 
payer claimed that property was im- 
mune from taxation as imports under 
Article I of the Federal Constitution. 
The court considered the landmark 
opinion of Justice Marshall in Brown v. 
Maryland, and the 1945 
United States Supreme Court in Hooven 
& Allison Co. v. Evatt, and held that 
both cases recognize that, when goods 


ruling by 


were put to the use for which they were 
intended, their immunity from taxation 
was lost. The court said, further, that 
the Hooven & Allison case recognized 


the possibility that this use could occur 
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when the goods were still in their orig- 
inal package. The court found that the 
lumber had lost its character as an im- 
port because it had entered the manu- 
facturing process when stacked for air- 
drying, an integral part of the manu- 
facturing process, and had never been 
packaged within any reasonable sense 
of the term “original package.” The 
court ruled that the wood veneers, to the 
extent that they constituted supplies 
necessary for the manufacturer “9 con- 
tinue its operation, had been devoted 
to the use for which they were imported, 
and that they had become part of the 
mass of property subject to taxation. 
Three justices dissented as to the wood 
veneers on the grounds that Hooven & 
Allison did control. United States Ply- 
wood, S. Ct. Wis., 1/7/58. 


Sales tax collected must be paid over. 
The Michigan sales tax statute provides 
an exemption for sales of tangible per- 
used in industrial 


sonal property 


processing. A claim of exemption on 
this basis was made by a Michigan firm 
engaged in the sale of tools used by car- 
penters and other fabricators of ma- 
terials and in the sale of boats and 
marine equipment. The department of 
revenue used a three-month test period 
as a basis for contacting taxpayers to 
determine what proportion of the articles 
sold was used in industrial processing. 
The audit revealed that 71% of the tax- 
payer’s sales in that period did not 
qualify for the exemption. The board 
of tax appeals holds that it was unneces- 
sary for the department to apply the 
percentage formula developed during 
the test period. The ruling was based 
on two grounds: (1) the taxpayer had 
failed to sustain the burden of proof, 
as required by law, that the items for 
which the exemption was claimed were 
used for industrial processing, and (2) 
the taxpayer’s own records showed that 
it had consistently added charges to the 
customers’ bills equivalent to sales taxes 
due. The board pointed out that, under 
the sales tax law, no person may en- 
rich himself from the collection or pay- 
ment of the tax. Phillips, BTA, Mich., 


12/28/57. 





The reports here on significant 
new state tax decisions are provided 
through the cooperation of the 
Federation of Tax Administrators. 
They are adapted from Tax Ad- 


ministrators News. 
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Senator Williams ob jects to allowance 


of kickbacks to foreign officials 


ys A U. S. TAxpAYER deduct kick- 
backs it paid to officials of foreign 
governments? This raises nice questions 
of interpretation, whether the payments 
are “ordinary and of 


and necessary,” 


policy, whether the Treasury ought to 
determine and protect the public policy 
of foreign governments. In August 1957 

JTAX 103) we noted 
the ABA Section of Taxation Bulletin 


that implied that the 


comment in 
Treasury would 
disallow payments contrary to the public 
there 
pointed out in rebuttal that, in the one 


policy of foreign countries. We 


published ruling in which there was a 
lurking issue of foreign public policy, 
the Service ignored 


The issue was also involved in a letter 


which Commissioner Harrington wrote 
to Senator John J. Williams of Dela- 


ware. There the Commissioner appeared 
to draw a sharp distinction between ex- 
penditures involving Federal and state 
law, on the one hand, and those involv- 


ing foreign laws, on the other. Specifi- 
cally addressing himself to the bribes 


paid to officials of a foreign government, 
he pointed out that the expenditure 
must still be “ordinary and necessary” 
this 


mere expediency is not neces- 


to qualify as a deduction and, for 
purpose, 
sity. On the other hand, the Commis- 
sioner took a realistic view of the prac- 
tices in some foreign countries: 

“Where, 


government 


however, it is the 
itself 


foreign 
which demands or 
acquiesces in the payment, so that legal 
recourse is not available to the taxpayer 
in the operation of his legal business, the 
Service would find it difficult to sustain 
the position that the expenses were not 
ordinary and necessary to the taxpayer's 
business.” 

This attitude leaves the Treasury in 
the unenviable position of recognizing 
the existence of a practice that is repel- 


lant to our notions of morality. Add to 


this the wretched condition of most of 
the population of the countries where 
these practices are ingrained and it is 
not hard to see that the issue will arouse 
Of course, 
not whether 

condoned but 


violent emotional reactions. 


the policy issue is these 


practices should be 
whether the tax law should be _ the 
vehicle for discouraging them. If the 
United States Government wishes to stop 
the practice, at least to the extent that 
United States 
boldly and 
State Department policy 


taxpayers participate, a 
. announced implemented 
would be a 
logical mechanism for this purpose. 
Not unexpected was the speech of 
Senator Williams in February 
ing the allowance of very large kickbacks 
to the officials of 


protest- 


one foreign country. 
Senator Williams went into considerable 
detail on the case, 
States 


describing a United 
which 
several contracts for 


corporation had bid on 
construction work 
in the foreign country. However, before 
being awarded the contracts, he stated, 
they were requested to and acquiesced 
in the payment of bribes or kickbacks 
to officials of that government amount- 
ing to approximately $1,800,000. 

The Senator alleged that these bribes 
or kickbacks were added to the original 
bids submitted, and, presumably, upon 
being paid by the foreign country for 
converted this 
extra payment into cash and turned it 
an official of the for- 


for distribution to the ofh- 


the work, the company 


over to an agent, 
eign country, 
cials. There was one exception, a check 
for $100,000, which was paid to the 
agent in New York City. 

According to the Senator the payment 
of $1,710,000 in kickbacks 
was apparently made in the foreign 
country and this, added to another $100,- 
000 paid to the agent in New York City, 
brought the total to $1,810,000. 

Senator Williams stated the 


and_ bribes 


United 


States Government allowed all of these 
kickbacks and bribes as ordinary and 
necessary business expenses, and there- 
by deductible for Federal income tax 
purposes, with the exception of the pay- 
ment of $100,000 to the agent in the 
state of New York. Disallowance of this 
item was based on the fact that “bribery, 
even in commercial transactions among 
private persons, is unlawful in the state 
of New York.” Accordingly, “the pay- 
ment of $100,000 in New York in 1952 
violated that law and to allow a deduc- 
tion for that payment would frustrate 
the policy of that state as evidenced by 
its laws.” 

In conversations by the Senator with 
the Department and with the staff 
the Joint Committee on Internal Rev- 
enue it has been agreed that, 
in order to stop this practice, additional 
legislation is required. 

He, therefore, 


Taxation, 


introduced an amend- 
ment to H.R. 8381, the purpose of which 
amendment is to prohibit the allowance 
as legitimate business deductions of the 
payment of any bribe or kickback to 
officials or employees of foreign govern- 
ments. The amendment would disallow 
a deduction if payments were made, di- 
rectly or indirectly, to an official or em- 
ployee of a foreign country and if the 
receipt would be unlawful under the 
laws of the United States if such 
were applicable to such payment and to 
such official and employee. w 


laws 
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Classified advertising will be accepted 
for publication for help wanted, situa- 
tions wanted, business opportunities, 
practices for purchase or sale, purchase 
and sale of merchandise, and similar 
items. Rate per insertion: 60¢ per line, 
minimum, $3. Address copy for adver- 
tisement, together with check, to The 
50th 


Replies should 


Taxation, 147 East 
York 22. 
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POSITIONS WANTED 


Attorney, married, 26, ending military 


service shortly, seeks career position in 
tax work in or near NYC. 
in accounting and individual taxation, 


Experience 


real estate and military law. Box 140. 
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Gunther—expense, travel—lawyers 
Gwinn—charity, contrib.—bargain 
Hackett—comp—deferred 
Haynes—dependant—rental 
Hays—est, gross—gifts 
Heininger—income, illegal—survey 
Herff—charity, contrib.—bargain 
Hocking Glass Co.—insurance—fire 
Holmes—est, gross—gifts 
Holsey — redemption, dividend — ruling; 
insurance—buyout; stock redemption; 
Prunier; dividend—corporate distribu- 
tion; loss, carry—change 
Hubbard—foreign, income—exempt 
Hyslope—employ, meals—income 
International Boiler Works Co.—insur- 
ance—fire 
International Business Mach. Corp.— 
state & local tax—federal enclave 
Jackman—charity, contrib.—bargain 
Janss—expense, travel—home 
Jennings—gift, minor—estate tax 
Jephson—accounting, accrual—cash 
Jones—employ, meals—income 











Kasper—est, mar ded—property 
Kieferdof—coll, transfer—life insurance 
Kimball-Diamond—loss, carry—purchase 
Kindschi—crimes—disbarment 
King—est, mar ded—property 
Kintner—tax prac—Kintner 
Koshland—est, con of death—gifts 
Kyle—bad debt—contract breach 
Lake—capital asset, mineral—future in- 
come; oil gas—Lake 
L atimer-Looney—depreciation -rental 
Legallet—insurance—life 
Le case —est, gross—gifts; trusts re- 
ciprocal 
Lilly—income, illegal—survey; expense, 
illegal—deductibility 
Lisbon Shops—loss, carry—adjustments; 
analysis; Coastal; Lisbon 
Lober—est, gifts 
Lowenthal—redeem stock, dividend — 
Zipp 
Maass—est, con of death—ygifts 
Magness—employ, meals—income 
McDermott—est, con of death—gifts 
McDonald—farm—livestock 
McGhee—est, con of death—=stock divi- 
dend; gifta 
McGrah—depreciation—rental 
Memphis Gas—interstate—constitutional 
Merchants National Bank—est, mar ded 
planning 
Muller—coll, transfer—life insurance 
Nell—foreign, income—exempt 
Ne »wherry’s Est—est, gross—gifts 
North Am Oil Consol—account, accrual 
prepaid income 
Norton—interstate—constitutional 
Oates—comp—deferred 
Oppenheim’s—insurance—fire 
Panhandle—interstate—workable 
Papineau—employ, meals—income 
Paramount-Richards—corp, closed 
stockholder 
Particelli—sale— business 
Pearlman—coll, transfer—life insurance 
Pelton Steel—corp, accumulated—Pel- 
ton; insurance—buyout 
Peterson—est, mar ded—property 
Peurifoy—expense, travel—home 
Philber—dep reciation—rental 
Piedmont Mt. Airy Guano Co. 
ance—fire 
Pilot Freight—depreciation—rental 
Pipe—est, mar ded—planning 
Proctor—charity, contrib—bargain 
Prunier—insurance—life; Prunier; stock- 
holders; stockholder retirement; stock 
redemption 
Reilly—est, mar ded—planning 
Rensenhouse—est & tr, mar ded—prop- 
erty 
Rice—est, admin—ezecutors 
Riddlesbarger-corp, reorgan—sp‘n-off 
Rollingwood—depreciation—ren tal 
Roseman—procedure—payment 
Rosen wasser—gift, minor—estate tax 
Rowen—coll, transfer—life insurance 
Rutkin—income, illegal—survey 
Sanders insurance — life; stockholder 
retirement; stockholders’ lives; stock 
redemption 
Saunders—employ, meals—income 
Schuessler— account, accrual 











insur- 





prepaid 
income 

Sears, Roebuck 
tional assessment 

Security Trust—coll, lien—priority 

Seijas—crimes—disbarment 

Shoe—expense, invest—derivative suit 

Shoe Corporation of America—insurance 
Prunier 

Skaggs—comm prop—Tezxas 

Smoot Sand & Gravel 
Regs. 

Sneed—comm prop—Tezas 

Southwest Consolidated—corp., 

stock warrants 

Scofield—capital asset, mineral—future 
income 

Steinreich—fraud—returns 

Stephens—depreciation—rental 

Stern—coll, transfer—life insurance 


Co.—property —frac- 





corp, acc earn-— 


reorgan 


Stockham Valves & Fittings—interstate 
comm—Stockham 
Stoumen—coll, transfer—life insurance 
Supplee—property—federal 
Sutter—expenses, travel—lawyers; proof; 
survey 
Sweet—est, mar ded—state court 
Texas Trailercoach—account, reserves— 
finance 
Truax—coll, transfer—life insurance 
Tucker—loss carry—change 
University Chevrolet—corp, closed— 
stockholder 
Van Dyke—property—federal 
Waldheim Realty—account, cash—fire 
insurance; account, accrual—cash 
Wallace—expense, travel—home 
Watson—sale—business 
Weil—alimony, deduction—child support 
Welsh—expenses, travel—survey 
Wier—depreciation—rental 
Wilcox—income, illegal—survey 
Willett—partner, sales—appreciated 
Williams—corp, closed—stockholder 
Williams Furniture Corp.—insurance— 
fire 
Wilson—foreign, income—exempt 
Wiseman—est, mar ded—property 
Woodall—employ, meals—income 
Zens—redeem stock, dividend—Zipp 
Zerillo—sale—business 
Zipp—redemption, dividend — ruling: 
minority stockholders; insurance— 
Prunier 








CODE SECTIONS DISCUSSED 


Articles containing extensive discussion 
of Code sections are listed below. The 
number is that of the section of the 
1954 Code, references are as in cases, 
above. 


62—deductions—professionals; expense, 
travel—lawyers 
74—-comp— professors 

119—maintenance—income 

120—maintenance—income 

162—expense, travel—lawyers 

164—property—federal 

166—bad debt—contract breach 

172—losses, carry—adjustments 

212—deductions—tazx 

262—expense, travel—lawyers 

267 (c) —corp—attribution 

269—loss, carry—adjustments; analysis; 
successor; proposal 

302—corp., capital—preferred 

303—redemption, death—heirs; bad debts 
—banks; corp, close —cash; est, 
plan—redemption 

306—corp, capital—preferred; corp; close 
—cash 

318—corp—attribution; 
Prunier 


insurance— 





334—loss, carry—purchase; real est, sub- 
div—capital gain 

341—corp, collapsible—two shot 

355—corp, reorgan active business; 
spin-off 

368—liquidations—bad; corp, reorgan— 
advisory group 

377—liquidations—bad 

381—depreciation, salvage—IJRS; loss, 
carry—adjustments; analysis; suc- 
cessor; Lisbon; proposal 

382—loss, carry—purchase; analysis; 
successor; Lisbon; proposal 

421—-stock, option—declining 

446—account, change—cash 

481—account, change—cash 

482—WHTC—intercompany aales 

531—corp, close—cash 

537—corp, acc earn—Regs 

593—bank—mutually 

677 (b) —gift, minor—estate tax 

734(b)—partner, basis—negative 

741—partner, sales—appreciated 

751—partner, sales—appreciated; part- 
ner, basis—negative; partner—ad- 
visory group 

754—partner, basis—death 

—WHTC—intercompany sales 

872—foreign, ship—refuge flags 

902—foreign, corp—royalties tax credit 

911—non-res.-citizen—outline 

921—_W HTC—incidental; intercompany 
sales 

1033 (a) —insurance—fire 

1221—real est, subdivide—Sec 1237 

1223—real est, subdivide—Sec 1237 

1231—depreciation, salvage—IRS; real 
est. subdiv—capital gains; Sec. 
1237; depreciation—rental; insur- 
ance—fire 

1237—real est, 
Sec. 1237 

2012—est, gross—gifts 

2035—est. gross—gifts 

2036—gift, minor—estate tax; est, gross 
—gifts 

2037—gift. minor—estate tax; est, gross 




















subdiv—capital gain; 


—gifts 
2038—gift, minor—estate tax; est, gross 
—gifts 


2039—est&tr, gross est—deferred comp 

2040—est, gross—gifts 

2041—est, gross—gifts 

2056—est, mar ded—property; planning 

2514—est, gross—gifts 

6001—book—what records 

6321—coll, lien—priority 

3—coll, lien—priority 

6334—coll, lien—priority 

6901—coll, transfer—life insurance 

7482—Tax Ct.—circuit 

7512—withhold, wages—collection 

1939 Code 

22(k)—alimony, deduction—child sup- 
port 

129—losses, carry—purchase 

311—coll, transfer—life insurance 

316 (a) —taxes—time 











REVENUE RULINGS DISCUSSED 


53-15—WHTC—intercompany sales 
8—insurance—fire 
53-235—dependent—rental 
54-13—corp, capital—preferred 
54-77—value—closed corp. 
54-229—depreciation—rental 
55-112—corp, capital—preferred 
55-119—annuity est & gift—privat« 
55-713—corp, closed—stockholder 
56-26—est, mar ded—property 
56-116—corp, capital—preferred; redem 
stock, 306—IRS policy 
56-168—fraud—variety 
5 -est, mar ded—planning 
56-287—corp, reorgan—spin-off 
56-344—corp, reorgan—spin-off 
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Basic principles of taxation of non-resi- 
dent citizens, foreign income, Meek 
M R, 8JTAX370, June58, 2pp 

Outline of the income tax problems of 
US citizens employed abroad, Witten- 
stein A 283NYCPA40, Jan58, 10pp 

shipping 

Refuge flags, tax advantages of ship- 
ping under, Baker R P 138TaxLR137, 
Jan58, 30pp 

taxes 

Tax evaders, 95% of those prosecuted 
convicted (England) 8JTAX249, Apr 
58, lpp 

Treaty benefits must be claimed to get 
foreign tax credit, 8JTAX44, Jan58, 
lpp 

treaties 

Great Britain, US trustee for British 
residents exempt on capital gains 
under UK treaty, 33NYULR233, Feb 
58, 5pp; decision disapproved 71 Harv 
LR1163, Aprb58, 3pp 

Pakistan tax treaty (unratified) would 
give no substantial incentive, Kust M 
J 10TaxExec303, Apr58, 1lpp 

FORMS 


Residence, IRS form for deferring gain 
on sale uses wrong date, 9JTAX34, 
July 58, lpp 

FRAUD 


Professionals, expanding concept of tax 
fraud endangers their licenses, Free- 
man H A 9JTAX2, July58, 3pp 

IRS fraud and collection procedures im- 
prove, says IRS, 8JTAX373, June58, 
2pp 

Returns necessary for proof, destruc- 
tion of originals, proof of contents, 
Greenside M 36Taxes322, May58, 8pp 

Concept of tax fraud gradually grow- 
ing, Avakian S S 8JTAX122, Feb58, 


pp 

Variety of tax evasion problems, brief 
review, notes on IRS investigations, 
Bloomenthal L 7ClevMarLR132, Jan 
58, 14pp 

Disbarment of attorneys for tax evasion 
too harsh a penalty, 9JTAX4, July58, 
2pp 


GIFTS 


Proposed regulations on family and short 
term trusts, problem raised by, Win- 
ton S C 8JTAX351, June58, 2pp 

Unreported gift situations, typical; State 
Bar Tax Section speech warning gen- 
eral lawyers about, Mason J C 8JTAX 
327, June58, 4pp 

minors 

Estate tax consequences of inter vivos 
trust for minor dependents; thorough: 
legislation needed, Schneider H 36 
Taxes233, Apr58, 12pp 

Custodian under uniform act is a 
trustee, accounting required, 8JTAX 
140, Mar58, 2pp 


INCOME 


gross 

Cancellation of unmatured interest-free 
debt held income at discounted value; 
ease criticized, 71 HarvLR1165, Apr58, 
2pp 

illegal 

Survey of cases and policy issues on 
illegal income and unlawful expense, 
Kessling F M 5UCLA LR26, Jan58, 
21pp 

state tax on 

Uniform law of multistate income al- 
location, proposed, Cox F L 10Tax 
Execl94, Jan58, 8pp. 

Florida taxation of out-of-state corpora- 
tions, survey, Tribble L H 10TaxExec 
155, Jan58, Ipp 

Louisiana apportionment formula, use 
of sales factor, Ward J F 10Tax 
Exec.149, Jan58, 6pp 

Federally-based N. Y. personal income 
tax, problems forseen in, Viller P 13 
TaxLR183, Jan58, 26pp; 28 NYCPA 
204, Mar58, 7Tpp 


INSURANCE 


Stock redemption under buyout agree- 
ment may be dividend, Lawthers R J 
8JTAX322, June58, 5pp 

Premium payment test for inclusion of 
insurance in gross estate should not 
be re-enacted, Brown G S 36Taxes295, 
May58, 5pp 

Fire insurance, taxation of proceeds of, 
use and interruption compared; com- 
prehensive, Merritt R L 36Taxes306, 
May58, 16pp 


Buyout plans, insurance funded, safe if 
not hybrid cross-purchase and entity, 
Kehoe A R 8JTAX156, Mar58, 4pp 

Prunier and Casale reversals incon- 
sistent with tax equities and law 
patterns, Sneed J T 43CornellLQ339, 
Spring58, 46pp 

Casale, Decision and reasoning ap- 
proved, 5UCLA LR324, Mar58, 5pp 

Business-purchase agreements, life-in- 
surance funded; comprehensive, tax 
and non-tax problems, 71 HarvLR687, 
Feb58, 26pp 

Stockholders of close corporations, avoid- 
ing dividend treatment of life insur- 
ance on, 36NCLR224, Feb58, 6pp 

Business-purchase agreement, outline of 
tax advantages of life insurance 
funded, Fuchs J S 21QueensBB106, 
Feb.58, 2pp; 21 QueensBB132, Mar58, 
2pp 

Prunier case analysis and tax planning, 
Lawthers R J 8JTAX12, Jan58, 3pp 

Stockholder retirement, premiums on 
policies for, not dividend if correctly 
planned; checklist, 26 GWashLR362, 

Life insurance, use of in tax planning, 
emphasis on stock-redemption agree- 
ments, Bosworth D L 28NYCPAI19, 
Jan58, 13pp 

Stockholders of closely held corporation, 
avoiding dividend treatment of life in- 
surance on, 33NYULR89, Jan58, 7pp 

Retrospective premium adjustment in- 
surance is written covering almost 
any risk; can be used to assure de- 
duction each year instead of year of 
loss, Holzman R S 36Taxes49, Jan58, 
5pp 

Ownership, incidents that will make 
life insurance taxable in estate; ele- 
mentary, 12ArkLR120, Winter58, 3pp 

INTERNAL REVENUE SERVICE 


personnel 

IRS technical personnel, 
8JTAX256, Apr58, lpp 

practice 

Public accountants ask for limited non- 
exam cards for Treasury practice, 
8JTAX250, Apr58, 4pp 

Proposed bills on practice before ad- 
ministrative agencies; pro and con, 
8JTAX56, Jan.58, 2pp 

procedure 

Tax Court settlements under regional 
counsel’s direction now, Hertzoy R P 
36Taxes299, May58, 6pp 

Informer’s fee, IRS pays 
JTAX234, Apr58, lpp 

Summons, constitutional and statutory 
interpretation issues in failure to 
obey court and IRS, 71 HarvLR746, 
Feb58, 6pp 

INTERSTATE COMMERCE 

Workable state taxation of 
business will be 
statute only says 
missioner, Dane J, 
58. 3pp 

Stockham Valves case analyzed, Dirr P 
G 8JTAX30, Jan58, 2pp 

Constitutional issues in state taxation of 
interstate business; scholarly analysis, 
Hellerstein J R 10TaxExec117, Jan58, 
24pp 

INVENTORY 


Agreement between tax law and ac- 
counting concepts general, differences 
pointed out, Shannon G F 9JTAX18, 
July58, 3pp 

JOINT TENANCY 


Gift tax problems on joint tenancy; 
state bar tax section speech, audience 
questions, Lamme W H 37NebLR 255, 
Jan58, 6pp 

LEGISLATION 

1957 changes in IRC; brief explanation 
of each, Dixon A 28NYCPA32, Jan.58, 
3pp 

LIQUIDATIONS 

Bad debt reserves should not be ordin- 
ary income in Sec 377 liquidation; IRS 
wrong, Breary R 8JTAX216, Apr58, 
3pp 

Corporate liquidation sections may be 
revised; Mills Advisory Group, Chi. 
Bar differ 8JTAX220, Apr58, 4pp 

LOSSES 

carryback and carryover 

Proposal to disallow loss carryover un- 
less business is continued for 3 years, 
Barkin S 8JTAX260, May 58, 4pp 

Proposed limit on loss carryover by 
Mills Committee Advisory Group on 
Subchapter C, 8JTAX146, Mar58, 3pp 

Change in business and ownership loses 
loss carryover, 105J Account No. 3, 87, 
Mar58, lpp 

Adjustments to and use by successors 
of loss carryovers, Welsch G W 8 
JTAX88, Feb58, 6pp 

Analysis of the Code and current cases 


improvement 


$68,000, 8 


interstate 
achieved by U. S. 
Mass. Tax Com- 
8JTAX278, May 


on loss carryovers, Cuddihy J A 
8JTAX72, Feb58, 3pp 

Purchase and use of a loss corporation 
under the 1954 Code, speech, Gemmill 
J W 36Taxes105, Feb58, 5pp 

Successor corporation’s loss carryover 
analyzed, Eldridge D H 8JTAX46, 
Jan58, 4pp 

Coastal Oil and Lisbon Shops cases will 
not bar loss carryovers, Arent A E 
8JTAX14, Jan58, 3pp 

Lisbon Shops carryover rule should not 
be applied under 1954 Code, Sinrich 
N 18 TaxLR167, Jan58, 15pp 

Lisbon Shops approved as 
27CinLR107, Winter58, 5pp 

hedging 


Capital losses in hedging transactions? 
Freeman H A 36Taxes110, Feb58, 4pp 
OIL AND GAS 


Lake case leaves room for capital gain 
planning in retained oil payments, 
Simon S C 9JTAX27, July58, 2pp 

Oil and Gas, income taxes on; new edi- 
tion of Miller's authoritative book on, 
8JTAX376, June58, Ipp 

Intangible drilling deduction to limited 
by IRS to driller’s incurred costs, 106 
JAccount No. 3, 85, Apr58, lpp 

Louisiana tidelands excise & property 
tax problems summarized, Kennedy 
M J 82TulLR265, Feb58, 10pp 


PARTNERS AND PARTNERSHIPS 


Formation of partnership; careful choice 
of accounting method and inventory 
contribution necessary, 9J TAX54, July 
58, 2pp 

Advisory group proposals to simplify 
collapsible partnership law, 8JTAX 
363, June58, 3pp 

Tax advantages of partnerships, limited, 
family, others, Casey W J 8JTAX308, 
May58, 3pp 

Partnership holding low-basis property 
as method of tax free diversification, 
Rabb A L 8JTAX169, Mar58, lpp 

Corporation or partnership, tax factors 
influencing choice of; general review, 
Ray G E & Hammonds O W 36Taxes 
9, Jan58, 9pp 

basis 


Appreciated partnership assets; tax 
minimization in the sale of, Donald- 
son J B 8JTAX225, Apr58, 3pp 

Proposed basis rules by Mills Committee 
Advisory Group on Subchapter K, 
8JTAX166, Mar58, 2pp 

Death of a partner gives an election to 
step up basis; factor in choice sof 
form of business, Burford A L 97Tr& 
Est149, Feb58, 2pp 

Negative basis; shares of income; con- 
tributed property; distributions, and 
other partnership problems under 1954 
Code, Daniel J L 8JTAX32, Jan58, 
5pp 

records 


realistic, 


Accounting records to develop partners” 
basis reports as well as conventional 
partnership statements, Mothershead 
BS 8JTAX112, Feb58, 5pp 


PENSION G PROFIT SHARING PLANS 


Trusteed and insurance funded plats 
compared, Root C D 9JTAX15, July 
58, 2pp 

Growth of pension funds rapid 
SEC, 8JTAX292, May58, Ipp 

Pension and profit sharing plans com- 
pared; suspension, merger and discon- 
tinuance problems; a practical sur- 
vey, Laurie A D 8JTAX236, Apr5é, 
5pp 

Profit sharing plan distributions review 
of income, estate tax, Alexander W R 
35Dicta85, Mar-Apr58, 5pp 

Small companies, outline of three pen- 
sion plans for, Swaim R S 8JTAX190, 
Mar58, 2pp 

Outline of income tax on pension & 
profit sharing benefits, Lawthers R J 
7CLUJ130, Spring58, 1l6pp 

Actuarial and investment gains, handl- 
ing of; loss can greatly affect size of 
contribution; 1954 Code Treasury 
methods unannounced, Seal H L 97 
Tr&Est269, Mar58, 2pp 

Public control of pension funds, predie- 
tion of, Berle A A 8JTAX99, Feb58, 
2pp 

Costs of pension plans for few em- 
ployees, clear easy to follow examples 
of estimating methods, Simons G D 
36Taxes19, Jan58, 6pp 

Stock bonus profit-sharing plans can 
solve close corporation estate problem 
at very low cost; profitable specialty 
for young lawyer, Cochran H 26 
FordLR607, Winter57-58, 2ipp 


PERSONAL HOLDING COMPANIES 


Benefits and dangers in a personal hold- 
ing company, Klooster B L 8JTAX 
101, Feb58, 5pp 


says 








POLICY 


ABA proposals for 36 month compen- 
sation, pre-1954 separation payments, 
private disability funds, charitable 
carryover, estate planning expense, 
pre-death depreciation, 8JTAX366, 
June58, 3pp 

Small Business Committee of Senate 
recommendations for tax law changes, 
depreciation, private pensions, accum- 
ulated earnings, 8JTAX 306, May58, 
4pp 

Ancient taxes and tax collection methods 
much worse, Kohr L, 8JTAX285, May 
58, 2pp 

Tax cuts proposed, 
benefits and how 
May 58, 2pp 

Small business would not be helped by 
corporate tax cut, 8JTAX263, May58, 
2pp 

Tax avoidance, high rates lead to (Eng- 
land) 8JTAX253, Apr58, lpp 

Tax exemptions hurt system and those 
exempted: speech excerpt, Smith D T 
8JTAX240, Apr58, lpp 

Overhaul! of whole tax structure needed, 
Goedert J P 105JAccount No. 3, 40, 
Mar’58, 6pp 

Principles of income taxation, philosop- 
ical, Kaminsky M 36 Taxes189, Mar58, 
llpp 

AICPA should take a stand on tax 
policy issues, Goedert J P 8JTAX124, 
Feb58, 2pp 

Budgeting, covnter-cyclical by govern- 
ment obsolete, Ross W D 8JTAX61, 
Jan58, 3pp 

Averaging of income examined by 
economist; finds it inequitable, Steger 
W A 13 TaxLR211, Jan58, 17pp 

Tax benefits to favored groups must be 
ended to preserve public confidence in 
income tax, Goedert J P 20TIICPA 


plans, who 
8JTAX284, 


many 
much, 


No. 2, 11, Winter57-58, llpp 
PROCEDURE 
1120 instructions wrong in requiring 


report of 
corporations, 


information 
ments to 
May58, lpp 

dury trials, statistics of 
cases, Holzman R S 36 
May58, 5pp 

Equitable recoupment of barred claims; 
IRS denies doctrine; Courts limit but 
allow, 36NCLR347, Apr58, 6pp 

District court suits without full pay- 
ment, Supreme Court should deny, 
Riordan J Q 8JTAX179, Mar58, 4pp 

Payment on tentative returns held “‘tax 
paid”’ when assessed for Stat of Limit 
and intere (1939 Code); 1954 Code 
unclear, 58ColLR414, Mar58, 4pp 

PROPERTY TAXES 

Federal property used by private in- 
terests subject to property tax, Sup 
Ct rules, 8J)TAX357, June58, 2pp 

Assessment of local property; criticism 
of current, Moore F C 8JTAX144, 
Mar58, lpp 

US contractors, Sp Ct denial of local 
tax exemption approved, 24 Assessors’ 
NL30, Mar5&, 2pp 

N. Y. real property tax assessment pro- 
cedure, program for improvement of, 
8JTAX127, Feb58, 2pp 

Survey of 1957 property tax assessment 
developments, 24Assessors’NL15, Feb 
58, 4pp 

Federal tax treatment of real property 
tax in year of sale, Leary L W 31 
WisBB No. 1, 7, Feb58,5pp 

Fractional assessment of real property 
tprevents 100° valuation of personal 
property, 18MdLR66, Winter 58, 8pp 

Ohio personal property tax law changes 
require double deduction in 1957, 
Domigan H W 170OhioCPA No. 1, 28, 
Winter58, 3pp 


REAL ESTATE 

Purchaser, tax minimization for; variety 
of transactions considered, Boughner 
J L 9JTAX30, July58, 4pp 

Sec 1237 application explained; illustra- 
tions, Groh R 36Taxes267, Apr58, Tpp 

“subdivisions 

Capital gain on subdivision: Sec 1237 
does not help; no eligible person will 
use it, Spandorf L & Tonelson E D 
8JTAX201, Apr58, 3pp 

‘REDEMPTION OF STOCK 

“death taxes 


Heir’s stock, danger of redemption at 
“time of a Sec. 303 redemption, Gel- 
band J F 8JTAX244, Apr58, 2pp 

dividend 

Zipp case shows dangers in stock re- 
demption; under funded buyout plans 
still unclear, Maier L 9JTAX37, July 
58, 2pp 


income pay- 


8JTAX274, 


recent tax 
Taxes 301, 





~ 





Planning a stock redemption, 105JAc- 
count No. 3, 85, Mar58, lpp 

Ruling by IRS warns that stock redemp- 
tion may be attacked as dividend to 
remaining stockholders, Sams F W 
44ABAJ177, Feb58, 2pp 

Minority stockholders taxed on divi- 
dend by redemption of majority 
stock; case criticized, 11O0klaLR99, Feb 
58, 4pp 

Sec. 306 

IRS policy in waiving 306 treatment 
for transactions not to avoid tax, 
105J Account No. 3, 82, Apr58, 2pp 

REFUNDS 

Prepayments of tax cause $3 billion in 
refunds, 9JTAX33, July58, lpp 

Fraudulently obtained refund checks, 
bank not liable for cashing, 8JTAX 
378, June58, Ipp 

Voluntary payment of another’s tax not 
refundable, 36Taxes349, May58, 2pp 

RESIDENCE 


Gain taxed on sale of residence in sev- 


eral parcels 105JAccount No. 3, 86, 
Mar58, lpp 

RETURNS 

Taxpayer preparation of returns en- 


couraged by IRS, 8JTAX368, June 58, 
lpp 

Evidence, use of income tax returns as; 
approved in non-tax litigation, 31SC- 
LR 211, Feb58, 7pp 

consolidated 

Examples of advantages and disad- 
vantages of consolidated returns, Swift 
M F 28IliCPA No. 3, 25, Spring58, 
8pp 


SALES TAXES 


Advertising tax controversy in Balti- 
more; summary, Sullivan J W 8JTAX 
144, Mar58, lpp 


SALE OR EXCHANGE 


Business, sale of; allocation of price 
among assets usually sustained by 
Courts if interests conflict, Joseph G 
M 13TaxLR369, Mar58, 14pp 


STATE AND LOCAL TAXES 


Location choosing, use of computers to 
determine best tax solution, Aust L E 
9JTAX58, July58, 2pp 

Federal enclave, state should lack tax 
jurisdiction over, 71HarvLR1370, May 





58, 3pp 
Differences between Federal and NY 
income tax; examples, Haigsberg O 


28NYCPA363, May58, 2pp 

New York taxes favor incorvoration of 
service business letter, Rand S H 
28NYCPA318, May58, 2pp 

New York legislation proposed for 1958, 
Eolis MIR 283NYCPA289, Apr58, 2pp 

Insurance brokers under N. Y. unin- 
corporated business tax, Harrow B 
28NYCPA143, Feb58. lpp 

Dividends defined—N. Y. law, Harrow B 
28NYCPA143, Feb58 1pp. 

N. Y. tax consequences of change of 
real estate corp. to business corp., 
Harrow B 28NYCPA142, Feb58 1Ipp 

Marketing, state tax influence on; gen- 
eral comments, Kust L E 10TaxExec 
194, Jan58, 12pp 

Alabama taxes, survey, McNair W C, 
10TaxExec181, Jan58, 13pp 

South Carolina taxes; survey, Living- 
ston O W 10TaxExecl66, Jan58, 15pp 


STOCK AND STOCKHOLDERS 


Stock exchange transactions, tax as- 
pects; part 2 of a 3 part compre- 
hensive article, Dizon A 283NYCPA50, 
Jan58, Ipp; part 3, 28NYCPA196, 
Mar58, 8pp 

options 

Modifying stock options to adiust to 
current stock market, 8JTAX98, Feb 
58, 2pp 

Declining market, code permits protec- 


tion of restricted stock option in, 
Webster G E 44ABAJ68, Jan58, 2pp 


tax 


Pa. capital stock and franchise taxes, 
manufacturers’ exemption; comprehen- 
sive review of cases under prior law: 
cases classified by industry, Harry S C 
36Taxes26, Jan58, 14pp 

TAX COURT 

Circuit case law, Tax Court should fol- 
low. Vom Baur F T & Coburn G M 
8JTAX228, Apr58, 6pp 

Proposal to transfer the Tax Court to 
the indiciary, Kilpatrick H C 9JTAX 
7, July58, 2pp 

IRS procedures, court should review, 
Kaminsky M 36Taxes172, Mar58, 5pp 


Changes in procedure, suggested; re- 
viewed by Chief Judge and rejected, 
Murdock J E 8JTAX106, Feb58, 4pp 

Pretrial and discovery techniques of 
District Courts proposed for Tax 
Court, Bowen W H 44ABAJ129, Feb 
58, 4pp 


TAXES 


Time of accrual of state and foreign 
tax deficiencies and recoveries, com- 
prehensive, 58ColLR372, Mar58, 23pp 


TAX PRACTICE 


CPA tax practice, records. fees, billings 
and costs, Isaacson B B, 8JTAX360, 
June5&, 3pp 

Accounting firms, every one should have 
tax specialist, Mills L 28NYCPA257, 
Apr58, 5pp 

CPAs and lawyers can’t call themselves 
“Tax Consultants,”” 105Account No. 
3, 30, Mar58, lpp 

Kintner rule, accounting partnerships 
will find difficulty in establishing quali- 
fied pension and profit sharing plans 
for partners under. Garcia L V 25 
CalCPA No. 3, 19, Feb58, 2pp 

fees 

Lawyers and CPAs, schedules of sug- 
gested fees in tax work; Wisc., Idaho, 
8JTAX236, Apr58, lpp 

Fees for tax return preparation by 
public accountants, 8JTAX192, Mar58, 
lpp 


TIMBER 


Tax problems of timber, 
8JTAX148, Mar58, 2pp 


TRUSTS 


Discretionary trusts popular, provide 
family protection. tax shelter. Mc 
Lucas D H 8JTAX310, May58, 2pp 

Reciprocal trusts, consideration doctrine 
inequitable, Buell B T 35Dictal24, 
Mar-Apr58, llpp 

Real estate in trust; tax effect of pur- 
chase, gift, inheritance; examoples, 
Weiss R L 97Tr&Est105, Feb58, 2pp 

Trust transactions, how to report tvpi- 
cal ones on Form 1041, Stevens W K 
8JTAX20, Jan58, 9pp 

administration 


Distributions, taxing of: excerpts from 
speech, Bronston B E 37TrustB No. 
5, 54, Jan58, 4pp 

Allocation of principal and income, 
problems arising from recent tax law 
changes, Wurzel H 97 Trust&Es No. 
1, 29, Jan58, 4pp 


short term 


Precautions to be observed in tax sav- 
ings through short term trusts Wood- 
ward E 8JTAX242, Apr58, 3pp 


UNEMPLOYMENT TAXES 
Employment applications. false; split 


on whether it disqualifies for unem- 
ployment benefits, 9JTAX56, July 58, 


Fiske L E 


pp 

Testimony on federal unemployment ex- 
tension bill; political, 8JTAX354, June 
58, 2pp 

Payment of unemplovment benefits 
despite appeal; the “double affirma- 
tion” rule, survey, laws, cases, policy, 
8JTAX300, May 58, 3pp 

Legislation proposed to change unem- 
ployment benefits, Eubank M 8JTAX 
256, Apr58, lpp 


VALUATION 

Closed corporations estate and gift tax 
valuation; some practical aspects, 
Rockefeller R L 36Taxes259, Aprb58, 
7pp 

Estate tax valuation is as of moment 
after death; brief mention of partner- 
ship interests and deferred compensa- 
tion rights, 58ColILR124, Jan58, 4pp 

Stock blockage rule, in valuine for 
Texas inheritance tax, 12SwLJ134, 
Winter58, 3pp 


WESTERN HEMISPHERE TRADING 
CORPORATION 


Intercompany sales to WHTC needn't 
produce profit to US mfer; IRS 
wrong, Baker R & Baker D 10 Tax 
Exec235, Apr58, 35pp 

Incidental purchases by Western Hemi- 
sphere Trading Corp. 8JTAX174, Mar 
58, lpp 

WITHHOLDING TAX 

wages 

Combined reporting for income and so- 


cial security would result in big sav- 
ings, Redman T 24Controll68, Apr58, 


2pp 

Collection, IRS now has right to require 
trust bank account for withheld taxes, 
Ress S S 283NYCPA300, Apr58, 2pp 


CASES DISCUSSED 


Articles discussing extensively a tax 
case are indexed low. The first word 
in each item below is the name of the 
case, the second word the major sub- 
ject heading under which the article 
is indexed, the third word the minor 
heading, and the fourth word (italicized) 
is the first word of the article contain- 
ing the discussion. 


American Pipe & Steel—losses, carry— 
analysis 

American Trust Co.—foreign, treaties- 
Gt Brt 

Atlantic Mut. Ins.—procedure—payment 

Auto Club of Mich—account, accrual— 
prepaid income 

Awtry—ests, mar ded—property 

Bagley & Sewall Co.—losses, hedging— 
capital 

Balanovski—foreign, income—place 

Barbour—comm prop—Texas 

Barrett—est, mar ded—state court 

Beacon Publishing—account, accrual— 
subscriptions; prepaid income 

Bedford Mills—inventory—agreement 

Bess—coll, transfer—life insurance 

Bixby—est, admin—ezecutors 

Blarek—dependent—rental 

Blunt—gift, minor—estate tax 

Boylston Market Assn—account, cash 
fire insurance 

Bradford Hotel—income, gross—cancel- 
lation 

Breck—interstate—workable 

Breitfeller Sales—corp, acc earn—Regs. 

Brodie—comp—deferred 

Brody—IRS, proc—summons 

Brown—account, accrual—prepaid in- 
come 

Brown—fraud—disbarment 

Burr—est, gross—gifts 

Bushmiaer—procedure—district ct 

Casale—corp, close—stockholder; insur- 
ance—life; Prunier; stockholders; Ca- 
sale; stockholder retirement; stock- 
holders lives; stock redemption 


Citizens Utilities—corp, capital—pre- 
ferred 

Coastal Oil—loss, carry—Coastal; corp 
reorgan—Coastal 

Cohen—sale—business 

Commodore’s Point—loss, carry—Coastal 





Corn Products Refining—loss, hedging— 
capital 

Coughlin—expense, travel—lawyers 

Coulter—charity, contrib—bargain 

Court Holding Co.—liquidations—bad; 
partner, sales—appreciated 

Crawford—unemploy —employment ap- 
plication 

Crowell Land and Mineral Corp.—capi- 
tal asset, mineral—reversion; farm 
live stock 

Cumberland Public Service—liquidations 
—ba 

Darlington Veneer Co.—insurance—fire 

DeBlois—account, cash—fire insurance; 
account, accrual—cash 

Dexter—foreign, income—ezempt 

Diamond—employ, meals—income 

Dillon—depreciation—rental 

Dixie Pine Products—taxes—time 

Doak—employ, meals—income 

Dobson—Tax Ct.—circuit 

Doran—insurance — buyout; life; 
redemption; Prunier 

Douglass Est—gift, minor—estate tax 

Doyle—expense, _ illegal — deductibility; 
fraud—variety 

Drieborg—fraud—returns 

Dwyer—account, change—cash 

Eckhard—account, accrual—closed corp. 

Ellis—est, mar. ded.—property 

Emeloid—insurance—buyout; life 

Evans—depreciation, salvage—IRS; 
fraud—disbarment 

Farwell—insurance—ownership 

Federated Mutual Implement and Hard- 
ware Insurance Co—foreign, income- 
exempt 

Feldman—fraud—returns 





stock 


Field Enterprises—interstate—constitu- 
tional 

Flaxlinum Insulating Co.—insurance- 
fire 


Flemming—capital asset, mineral—fu- 
ture income 
Flora—procedure—district ct. 
Fox—farm—livestock 
Georgia Carolina Chem. Co.—insurance 
—fire 
Golonsky—insurance—fire 
Gooding—corp, capital—preferred 
Goodman—valuation—estate; est, 
est—deferred comp 
Goodrich—account, change—cash 
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ALEXANDER’S FEDERAL TAX HANDBOOK, edited by 
Robert M. Musselman, is the only complete one-volume ref- 
erence text on all Federal taxes including income, estate, gift, 
social security, withholding, excise and miscellaneous taxes. 

Even the tax expert with an extensive tax library will find 
this one-volume work a handy desk companion for the quick 
answer to the many problems that arise in daily practice. 

As one customer wrote, ““We have been advised that the 
current edition of this book is one of the very best available, 
and we would like to add a copy to our library.” 


Tit ETT 


THE MICHIE COMPANY 

LAW PUBLISHERS, CHARLOTTESVILI 
Please send me ...................- copies of the 195i 
of Alexander's Federal Tax Handbook at $20. 


(J Send on approval. | understand that | ma 
the book if | am not fully satisfied. 
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